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with colleges or universities. Operating in the field of 
adult education, its function is to provide complete 
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complex times many with excellent educational 
backgrounds in the arts or sciences discover a 
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prior to graduation 
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“Our National System makes it easier for us to analyze sales 
because it supplies us with detailed business information in 
concise form,” writes A. C. Kalmbach, President of the Kalm- 
bach Publishing Co. “This is just one of the many ways in 
which our Nationals have increased the efficiency and economy 
of our operation 
“Our National Bookkeeping System completes all our ac- 
counting work with speed and efficiency. It eliminates costly 
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to complete end-of-month statements 
on time. In all, our National System re- 
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THE PRESIDENT’S PAGE 


: has been customary to adopt a theme for the ensuing Institute year at 
International Annual Conferences. In accordance with this custom, the 
theme “Widening Our Horizons” was adopted at the Detroit Conference fot 
the 1958-1959 Institute year. I would like to tell you why I suggested this 


theme. 


I first became a member of the Institute in 1943, so 1 can look back at about 
fifteen years of growth by both the Institute and the internal auditing profes 
sion. It has been very interesting to observe this growth. At first it arose 
mainly from the realization by business management that a new tool had been 
developed to aid it in administering the accounting and financial activities of 
the business. As more and more companies created internal auditing organ 
izations, the number of internal auditors in industry multiplied rapidly and 
the Institute had a corresponding increase in the number of its members. I) 
the early years a few internal auditors attempted to extend the scope of their 
activities into areas other than accounting and finance. It was a period o 
experimentation with some successes and some failures. Gradually it was 
demonstrated that internal auditors could be of real help in these other areas 
and that in most cases management was happy to make use of the work that 
was being done. In recent years many of our members have had their greatest 
success in operational auditing 

[ think that it now has been well established that we all can progress by 
“Widening Our Horizons.” The Institute has recognized this fact in a num 
her of ways. Just last year our revised “Statement of the Responsibilities of 
the Internal Auditor” gave recognition to the fact that the internal auditor's 
responsibility covered operations other than accounting and finance. During 
the past several years the research projects of the Institute have endeavored 
to assist our members in making audits of operations such as the purchasing 


and traffic departments 
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I believe that most of our future growth will depend on the extent to 
which we broaden our scope of activity. We have been frequently told by 
outstanding writers that we must think like the managers of our businesses. 
Well, just what does this mean? I think you will agree that a manager 
must give attention to all aspects of his business. Neglecting any phase may 
he detrimental and result in losses. It seems only logical, therefore, that the 
internal auditor in trying to aid management should endeavor to help 
wherever he can. I assure you that he can be of great help in operational 


areas other than accounting and finance. 


Many of you have made considerable progress in this direction—but 
many others have made no progress at all. So much remains to be done if 


the profession as a whole is to live up to its full potentialities 


Perhaps you wonder why I am so concerned. I believe that the internal 
auditor who does not extend the scope of his work as much as he can is miss 
ing a great opportunity to better serve his management. If you grasp this 
opportunity and make the most of it, it should not only increase your stature 
in your company but should also make a contribution toward increasing 
the stature of your profession, which in turn will benefit you materially. As 
a result you should increase your earnings as well as the earnings of your 
staff members. 

I urge all of you who have not been doing so, to try to extend the scope 
of your activities into the field of operational auditing so that we all 


can contribute this year to the process of “Widening Our Horizons.” 


W. J 





LEH MANN 








THE STATUS OF INTERNAL 
AUDITING IN AMERICA* 


By W. R. DAVIES 


Director—Audit Division, United States Steel Corporatio: 


BELIEVE that insofar as the development of internal auditing as a pro 
fession in the United States is concerned, the organization of Tu! 
INSTITUTE OF INTERNAL AupiToRs in 1941 marked the beginning of its 
recognition as such. However, its greatest progress has been made since the 
end of the Second World War. This progress has been greatly stimulated 
by the great expansion of business activity in the United States and Ca 


ada since 1945. 


las been 


The favorable environment for progress of internal auditing 
composed jointly of business prosperity and expansion, and the program 
of professional improvement of THe INsTITUTE oF INTERNAL AUDITORS 
during the past ten years. On the one hand, business expansion has brought 
the opportunity for internal auditors to extend the audit program int 
operating phases of business,-of which I will have more to say later. On the 
other hand, Tue INstituTe oF INTERNAL AvupiTors has provided profes 


sional guidance for its members during this period 


EXTENDING THE SCOPE OF THE INTERNAL AUDITOR 


The desirability of extending the scope of internal auditing into the 
so-called field of management auditing has been stressed constantly. The 
revised “Statement of the Responsibilities of the Internal Auditor,” which 


was approved by the board of directors at Los Angeles last May, gives recog 


nition to what had already happened in the audit programs of some com 
panies, namely, the specific inclusion of operating matters as proper sub 
jects of audit, as distinguished from the original 1947 statement whicl 
emphasized that accounting and financial matters constituted the primary 
role of the internal auditor, whereas his role was merely permissive i 


respect to matters of an operating nature 


It is not possible for me at this time to inform you how widespread is 
the use of operational auditing today in America. Suffice it to say that a 
questionnaire was submitted to all members of THe INSTITUTE some time 


ago, the results of which when determined may answer this question. How 


ever, I believe that I would be safe in saying that much improvement still 
remains to be made. It is my impression that the best progress has beet 


made in the largest companies and in certain medium-sized companies 


* Reprinted from The A untant, December 28, 1957 
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By this I do not mean that al/ large companies have permitted their inter- 
nal audit staffs to program audits of an operating nature. Certain outstand- 
ing examples, although few, easily come to mind where there is no internal 
audit program even in the old restricted accounting and financial sense, to 
say nothing of the modern concept of operational auditing. It is indeed 
interesting to conjecture why this is so. You may be sure that there is no 
single reason to account for this failure on the part of apparently success- 
ful business organizations to keep abreast of the times. 


Let us try to explain these cases by looking at the reasons why other 
large companies have adopted internal auditing as a management tool. | 
think that you will invariably find that top management has been sold on 
the advantages by someone who is in a position to do so. In the United 
States, there is no one in a better position to do this than the firm of certi 
fied public accountants, which annually certifies to the financial statements 
Of course, when the public accountant initiates such a suggestion, the com 
pany management must be receptive in order for action to be taken. Ther« 
are a number of possible reasons why management may be receptive at any 
given time. They may have compared notes with the management of another 
company which has successfully installed an internal audit group. It may 
be that one individual on the management team might become enthusiastic 
enough to try to convince his fellow executives. At any rate, I am convinced 
that timing has a great deal to do with whether action is taken or not. 


There are a number of outstanding examples that I know of in the 
United States, of medium-sized companies that have successfully installed 
very good internal audit programs. In addition to the reasons already given 
for large companies, I rather think that these smaller companies have adopted 
such programs mainly because of the technical difficulties of their produc 
tive processes. This is especially true of comparatively new companies 
operating in new fields of aircraft and electronic equipment production. The 
managements of such companies necessarily must be aware of the best 


WILLIAM R. DAVIES is Director—Audit Division of United States Steel 
Corporation. A former member of the staff of Price Waterhouse and Company, M1 
Davies joined U. S. Steel as assistant to the Audit Supervisor. During the war hi 
was a reserve officer of the Supply Corps, U. S. Navy, and attained the rank of 
Commander 

Mr. Davies holds academic degrees from the University of Pittsburgh and th 
Harvard Graduate School of Business Administration. He has lectured on internal 
auditing at the University of Pittsburgh and is co-author of Industrial Internal Audit 
ing. He is a member of the Pennsylvania Institute of Certified Public Accountants, thi 
American Institute of Certified Public Accountants, and the American Accounting Asso 
ciation. He is also serving on the Board of Nominations for The Accounting Hall of 
Fame, sponsored by Ohio State University. Mr. Davies is past President of Tri 
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techniques, not only in production and research, but also in the field of 
general management control. These companies being of recent origin and 
developinent do not suffer from the inertia of old management concepts, but 
are rather in the position of being able to select the most advanced manage 
ment techniques. 


A WELL-BALANCED PROGRAM 


let us now look briefly at the present situation from a more pleasant 
“coign of vantage,’ as Shakespeare would say. I would refer to the best 
practice as it exists today in America, as | understand it. To begin with, it 
is my opinion that a good audit program must be a well-balanced program, 
with sufficient coverage given to the accounting and financial aspects of the 
business, as well as to the operating departments. And having made a proper 
bow in the direction of the time-honoured aspects of bookkeeping, I shall 
not bore you with a further discussion of them, but will confine myself to 


the newer field of operational auditing 


Much has been written and many speeches given in recent years con- 
cerning this new development. Some call it “management auditing,” others 
refer to it as “auditing the operations.”’ In my opinion, either one will do, so 
long as we mean to refer to a company-wide audit program that aims to 
provide a complete interdepartmental service to management. This means 
to me that our detailed annual audit program should be composed of indi- 
vidual audit assignments that reach into all departments of the business, 
besides the accounting and treasury departments, such as production, sales, 
purchasing, engineering and transportation. As might be expected, when 
vou do this, you will soon come to realize that there are many points of con 
nection between these individual audits, just as there are bound to be points 
of contact between the departments themselves. Thus, through his audit 
program, the auditor comes to understand the interdepartmental relation 
ships and, in his work, can cross over departmental lines. The result is that 
his audit recommendations are not restricted to the point of view of one 
department, but rather are made from the point of view of the over-all 


company profit picture. 


AVENUES OF APPROACH 

This is the general approach that is being followed by the best practic: 
in North America today. Now there is more than one avenue whereby 
this general approach can be accomplished. Which one is selected may 
depend upon the type of business and/or the form of its organization. The 
specific problems of a business may decide the initial audit emphasis which 
may later lead to expansion of the audit program to related fields. For 
example, and strictly from a historical development standpoint, we may 
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find an audit staff of a given company embarking on audit of operations 
via the sales department's interest in pricing problems. This might very well 
begin in a modest way by the auditor’s reviewing the arithmetical accuracy 
of invoice pricing. Later, his audit work program might very well extend 
into the establishment of prices, which is a sales department prerogative, 
and also into the varieties of product as related to prices, which is in the 
area of the production department’s responsibility. 


\nother avenue of approach into operational auditing which might offer 
itself on an opportune basis is where a given company embarks on a com- 
prehensive and long-range program of plant expansion. Here the auditor 
may be required at the outset to audit the charges of contractors as the con 
struction work progresses. ( ne thing leads to another, however, and pretty 
soon we find him reviewing the policy, and compliance with the prescribed 
procedures set up by management. This will cover the approval of the 
expenditure in respect to the items of plant and equipment, which in turn 
have the technical approval of the engineering department, and finally the 
process of procurement by the purchasing department. After the completion 
of the construction work, and the new plant or equipment is in operation, 
the auditor follows up to see that the forecasted financial change, as it is 
reflected by cost reduction and/or profit improvement, has been realized 
This, of course, requires that he evaluate the accuracy of the standard 
costs that were originally forecasted in the financial change statement. In 
this example, it is evident that the auditor’s work has delved into the respon 
sibilities of the accounting, engineering, purchasing and production depart 


ments. 


Still another avenue of approach into operational auditing might be in 
the review of production planning. Perhaps the author has prepared himself 
for this adventure by having previously made basic functional audits involv 
ing inventory control, physical inventory observations and reconciliations, 
payroll and incentive payments, purchasing and procurement, etc. In this 
process he has had the opportunity of observing the production departments 
of the plants in operation. Therefore, if you will pardon my using a piece 
of American slang, he is “warmed up” to intelligently review the day-to-day 
scheduling of productive capacity involving, as it does, the usage of materials, 
the usage of labor, the usage of equipment, the planning of product mix, 
and the economic planning of production orders and the ultimate timely 


and efficient delivery of product to customers. 


As you can see from these few examples, the evolution from a sound 
functional audit program, whose original emphasis was accounting and finan- 


cial, to a management type interdepartmental audit program, is a gradual 
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one of a very practical nature which cannot occur overnight, It involves 


such basic considerations as: 


1. training the auditors to gradually assume more and more responsi 
bility as their knowledge of the business increases, which 

2. makes it easier to convince the various department heads that a 
capable auditor can be of helpful service to them, which in turn 

3. convinces top management, whose backing was necessary from th« 
start and all along the way, that they have made no mistake in sup 


porting the internal audit program 


Now obviously it would be impossible for me to say that this is always 
the way that audit divisions of North American companies graduate into 
the broad audit scope which I have briefly described. However, I can say 
that it is borne out by my own experience and that of many of my fellow 
members of THe INstituTeE. Certainly we have not reached the point of pro 
fessional development where it would be possible for some genius to step 
into a company and overnight organize a complete management audit pro 


gram on a going basis 


ELECTRONIC COMPUTERS AND THE INTERNAL AUDITOR 


Now I would like to make a few brief remarks concerning a current 
development which is receiving a great deal of attention in both European 
and American accounting circles. There is no doubt in my mind that the 
use of electronic data-processing equipment is already exerting a signifi 
cant impact upon clerical methods and clerical cost control, and that this 
effect will be with us on an ever-increasing basis in the immediate future 
What is of even more interest to us as internal auditors is the extent t 
which these new developments will affect our auditing methods and proce 


dures. 


We have already come to grips with electronic installations, although 
it is fair to say that they represent just a beginning. But we have seen enough 
already to be convinced that there is nothing for us as auditors to be afraid 
of. This conviction has been very well expressed by E. C. R. Williams, 
\.C.W.A., and D. J. Bailey, B.A., in their article “Application of Data 
Processing Equipment in the Office—Some Internal Audit Implications,” 
which originally appeared in The Accountant’ and later was reprinted in 
the June 1957 issue of Tue INTERNAL AvupiTor. They stated that the audi 
tor “need not be an expert in mathematics, physics, or electronic techniques,” 
nor should he stand in excessive awe of the accomplishments of electronic 





Issue dated November 3, 195¢ 
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data-processing equipment, or be confused by the jargon used by equip 
ment experts. I agree with them that 
“it behooves the auditor to educate himself in the stage where he is 
familiar enough with the techniques, designs and types of electronic 
data-processing equipment and the way in which they are programmed, 
to enable him to recognize their potentialities and their limitations with- 
out fear, but, above all, without prejudice.” 


EDUCATION AND TRAINING IN AMERICA 


And now I am sure that you would agree that any picture which I might 
present to you of the American scene would not be complete without saying 
something about our educational and training requirements. It is rather 
widely accepted that an internal auditor should be a university graduate, 
and preferably with a major in accounting. In addition to that, there is a 
definite trend toward further education, such as a master’s degree in busi 
ness administration. However, the day-class students are not receiving very 
much information concerning internal auditing from their teachers of 
accounting or auditing. Much more has been done in this respect in univer 


sity evening classes devoted entirely to the subject of internal auditing. 


From my own experience, I would say that up to 20 per cent of 
internal audit personnel comes to us with from one to five years’ public 
accounting experience. These men are generally well grounded in auditing 
methods and procedures and have a good accounting background. It is desir 
able, however, that they quickly adapt themselves to the business man’s 
approach of the internal auditor. 


For the most part, however, new recruits for internal auditing come 
directly from school. The training programs of the respective companies 
will largely decide their orientation. This may be comprised of from one to 
two years of rotational training, whereby the recruit not only is introduced 
to all of the company’s accounting processes but also becomes familiar 
with the basic operations. If at this point the trainee decides to go into the 
internal auditing department, he is immediately subjected to an on-the-job 
training program of a progressive nature, which may or may not be sup 


plemented with attendance at an evening class in internal auditing. 


THE INTERNAL AUDITOR’S PLACE IN THE COMPANY 


Another aspect of our subject, which I am sure will be of interest to 
you, is in respect to the place of the internal audit group in the company 
organization. Here, again, the picture is necessarily a rather mixed one. 
In the larger or largest companies, it is not uncommon to find the head of 


the audit department reporting to a variety of top management officials 
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Most frequently this will be the comptroller or vice-president-comptroller. 
In some cases it will be to an executive vice-president (accounting), a 
chairman of the finance committee, a president, or a chairman of the board 
of directors. In the least desirable cases, you will find the audit supervisor 
reporting to an assistant comptroller, or to a comptroller who does not 


enjoy top management ranking in his company. 


The matter of whom do you report to is of primary importance because 
it has a great deal to do with the breadth of audit scope that is permitted, and 
the manner in which auditing recommendations are accepted and acted 
upon. There is no substitute for the support which an interested and influ 


ential top executive or group of executives can give to an audit program 


INTERNAL AUDITORS’ RELATIONSHIP WITH PUBLIC ACCOUNTANTS 


Now there is one other subject which I feel obliged to cover in view 
of the emphasis which it has received in all five papers which have beet 
submitted to the Seventh International Congress of Accountants. | refer 
to the relationship between independent public accountants and internal 
auditors. I have already indicated that the public accountant has often played 
an important part in having companies establish internal auditing depart 
ments. They have had both professional and selfish reasons for so recom 
mending. In the first place, they are interested in maintaining the profes 
sional quality of their work, and in their certifications of the financial state 
ments of the largest companies, this is greatly assisted by such companies 
having a well-qualified internal audit staff which can provide an intensive 
interdepartmental audit coverage which the public accountant does not have 
sufficient audit time to accomplish. In making this statement, I am, of course, 
referring to only that portion of the internal audit program that has to d 


with the bookkeeping function of the accounting and treasury departments 


However, in respect to that part of the internal audit program which is 
concerned with the detailed operations of the business, the public accountant 
vould have little or no ability to influence the actual development of the 
internal audit program. In this field, the company’s internal auditor is th 
f the 


specialist in his own right by virtue of his day-to-day knowledge « 
business, and because in this field he is directly serving the active operating 
management of the company. Therefore, I believe that in the presence of a 
broad internal audit program, which integrates the auditing of the account 
ing and financial departments with the audit of the operating departments 
the internal audit head must assume the responsibility of developing his own 
audit program in the manner in which management approves. But in so 
doing, he should cooperate with the company’s public accountants in such 


a manner that the best annual audit is possible at a reasonable cost 
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This cooperation can and should be a “two-way” street. The internal 
auditor, on the one hand, should furnish the public accountant with copies 
of all of his audit reports and access if necessary to his working papers. On 
the other hand, occasions will arise when the internal auditor can benefit 
from access to the public accountant’s working papers and/or interim 
reports. This is especially true in such cases as the confirmation of accounts 
receivable and the observation and verification of physical inventories, where 
it is common to find the public accountants and the internal auditors divid 
ing up the necessary audit coverage. 


| would conclude by saying that, although the emphasis of the internal 
and external auditor varies, cooperation and coordination are necessary and 


should be accomplished in such a fashion that each maintains his independ 
ence from the other. 











INTERNAL AUDITOR 
A DUTCH VIEWPOINT 
By W.N.A.F.H. STOKVIS 


Nederlands Instituut van Accountants 


In this issue we publish the last of the five papers on The Internal Aud 
tor that were presented at the Seventh International Congress of Account- 
ants in Amsterdam, Holland. The other papers have appeared in the Decem- 
ver 1957 and March 1958 issues of THe INTERNAL AUDITOR 


HE internal auditor’s function is to assist management in the perform 
ance of certain of its duties; it is, therefore, appropriate to consider thx 
function and duties of management before examining those of the internal 


auditor 


FUNCTIONS OF MANAGEMENT 


Management functions can be subdivided into three different categories, 


fulfillment of each of which requires specific abilities, viz 


1. determining the general policy of the company ; 

2. directing the company’s activities by delegation of executive powers 
and by instructing the lower managerial and operational levels ; 

3. Supervising and controlling delegated activities in order to ascertain 
whether they are performed in accordance with management's inten 


tions as reflected in instructions 


EFFECT OF SIZE OF ENTERPRISE ON MANAGEMENT'S DUTIE 

When the enterprise is still a small unit all the activities enumerated 
above can be readily performed by the boss himself; his instructions ar« 
given orally, he himself watches what is being done and the accounting re 


ords serve primarily to support his memory 


It is important to note that even in the smallest businesses it is necessary 
to keep accounts which disclose the financial position and results and which 
provide the data required by statutory regulations governing taxes, social 
insurances, etc. When management is delegated to persons other than tinos¢ 
who supply the necessary capital, the accounts also provide the data enabling 
the management to render an account of its stewardship. In addition the 
accounts should be capable of producing such information as may reason 


ably be required by third parties interested in the financial position and 


results of the company. 
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At a certain stage the increase in size or complexity of the enterprise 
makes it necessary for the management to delegate more of its activities. The 
distance between the management and operations and the introduction of 
executives on different operational levels will force the management to devote 
more of its time to controlling the execution of its instructions. Direct super 
vision and memory fail. 


Eventually it is only the records of activities which enable the top 
management to form an opinion about the correctness and the proper per 
formance of its orders. An organized accounting system alone can provide 
a comprehensive picture of the business’ activities. In addition an adequate 
system of qualitative control over materials and products must, of course, 
be incorporated in the organizational setup of the enterpris« 


Ill. FUNCTION OF CHIEF ACCOUNTANT AND CONTROLLER 

The chief accountant, being the head of the accounting department, is 
responsible not only for the correct recording of all activities, but is also 
expected by the management to interpret the figures produced by the 
accounting department, make constructive suggestions and provide the man 
agement with the data necessary to make decisions as regards strengthen 
ing the company’s earning power, valuation of assets, setting aside provi 
sions and reserves, etc. 


The chief accountant, therefore, sifts and selects important data for the 
management and passes them on in a form adapted to serve the manage 


ment’s purpose best. 


In some countries the last mentioned elements of the chief accountant’s 
task are in the larger enterprises often commissioned to a controller, leaving 
the chief accountant primarily responsible for the proper recording of 
activities. 


The controller should study the picture of the activities of managerial 
and operational executives, the chief accountant included, as given in the 
detailed accounts and should report to the management thereon 


IV. RELIABILITY OF ACCOUNTING DATA 
As soon as the enterprise reaches such a size or complexity that the 


top-management can only exercise a proper control of the business’ activities 


W. N. A. F. H. STOKVIS ts a member of the firm of Frese and Hogeweg of 
Amsterdam. He is a member of the Nederlands Instituut van Accountants Committee 
for Education and Examinations and acts as examiner in the subjects of Administrativ. 
Organisation and Auditing of the Institute's examination program and also for the 
final examination. He is also a member of the Council of Appeal of the Institute's 
administration of internal discipline 
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through the medium of data supplied by the accounting records, the accur 


acy of such records becomes a prerequisite for this control 


The ability to form an opinion on the reliability of accounting data re 
quires a specialized knowledge and experience in the fields of accounting, 
including management accounting and managerial organization, and of 
auditing. In general, therefore, the performance of this task is delegated 
by management to specialists. Thus, in medium-sized companies, even if 
they are privately owned, it is common practice for the management to 
enlist the aid of a public accountant in order to maintain adequate account 
ing control. 


When persons who do not take part in the management of an enter- 
prise supply the necessary capital, they require an account of the manage 
ment’s stewardship. Confidence in the financial statements produced by 
management is strengthened if they are audited and certified by a public 
accountant. This public accountant will normally be the most suitable per 
son to assist the management in exercising control over the activities of the 
business (as described in the first paragraph). He can readily expand the 
scope of his audit with a view to ascertaining that the accounting data form a 
reliable basis to judge the execution of managerial instructions at all levels 
His examination on behalf of management will reduce the extent to which 
the figures can be affected, perhaps unintentionally, by the personal views 
f either the executives at the various managerial levels or the persons who 


combine these figures into a form suitable for use by management 


¥. NEEDS OF MANAGEMENT AFFECT SCOPE OF AUDIT 
In order to give management an expert opinion on the internal account 
ing data, the statutory auditor will have to cover many aspects of the business 


activities i 


much greater detail than would be necessary for his statutory 


audit. 


In medium-sized enterprises this expansion of the scope of his audit will, 
however, not make it necessary for either the public accountant or part of 
his staff to be engaged full time on the job, nor will the needs of manage 
ment in respect of accounting control normally justify the full-time employ 


ment of a qualified internal auditor 


During the past decades, however, an appreciable number of companies 
have greatly expanded, thereby becoming of such a complexity that their 
administrative requirements have increased enormously. Consequently the 
gap between the needs of management as described above on the one hand. 
and the requirements of all other persons interested in the over-all financial 


position and results on the other hand, has widened accordingly) 
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These circumstances lead to the management feeling the necessity of 
engaging a specialist who can properly direct the audit of the internal 
accounting data and who will continuously be available to give support in the 
various fields of managerial control. Under XIV below it will be explained 
why in large concerns conditions give rise to the statutory auditor feeling 
that he cannot properly meet the various needs of management without 
being impeded in the fulfillment of his primary task—giving an independ 
ent opinion on the published accounts. At this stage, therefore, an efficient 
organization demands the employment of a qualified internal auditor, head 
of an internal audit department. 


Vi. FUNCTION OF INTERNAL AUDITOR 


In order to reap the best fruits of such an employment the internal audi 

tor should be commissioned : 

1. to give his expert opinion on the internal financial statements ; 

2. to judge the efficiency of the accounting system ; 

3. to provide the management, within the orbit of his specialized know] 
edge, with all information which in his opinion can be of assistanc 
in running the business, especially as regards 
planning and delegation of the duties of subordinate executives ; 
control of the performance of delegated tasks. 

For a proper fulfillment of these functions the internal auditor should 

obtain all information necessary for a critical judgment of the activities of 


all departments. 


The continuous activity of the internal audit department increases the 
probability of an earlier detection of organizational defects, and the internal 
auditor’s position on the staff of the organization enables management to 
consult him on those problems where an intimate knowledge of facts and 


internal conditions is needed. 


Vil. FUNDAMENTAL DIFFERENCE BETWEEN INTERNAL AUDIT AND INTERNAL 
CHECK 


From the foregoing description of the internal auditor’s function it will 
be seen that there is an essential difference between internal audit and inter 
nal check. 


A system of internal check is a series of procedures designed to exercise 
accounting control through a division of duties and through routine check 
ing by officers of the company who need not be trained in the field of audit- 
ing. The system is established in order to ensure proper recording of all 
activities, prevention of fraud and detection of fraud, if any, at the earliest 
possible moment. 
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Where a division of duties is not feasible, e.g. in the chief accountant’s 
or controller’s presentation of the results of their activities, internal check 
fails. Particularly here the functioning of an internal auditor, who ascertains 
on behalf of management that the duties of senior executives are carried out 


properly, provides the necessary control 


Moreover, the internal auditor’s continuous testing of the system of 
internal check will act as a safeguard on the adequacy of its functioning 
\ well devised system of internal check is a prerequisite for a satisfactory 


audit 


Vill. INTERNAL AUDITOR SHOULD BE MEMBER OF RECOGNIZED PROFES 
SIONAL ORGANIZATION 


The internal auditor should be a qualified member of the profession, 


since only a diploma issued by a recognized body of accountants or a gov 
ernment organization gives an objective guarantee that his knowledge is 
based on an education which enables him to give an expert opinion on finan 


cial statements and on all other accounting matters 


His collaboration with the public auditor (see below) makes it nec« 
sary for both auditors to be members of the same organization or of organ 
izations of the same professional standing. Then both have to comply witl 
similar professional regulations and both are subject to professional juris 


diction 


X. STATUS OF INTERNAL AUDITOR AND HIS DEPARTMENT 


In order to meet the requirements of management, the internal audito1 
must include activities on all executive levels in the scope of his audit. It is, 
therefore, essential that he should receive his instructions from top-manage 
ment alone. Although the internal auditor will, naturally, give the controller 
and chief accountant such help as is compatible with his primary duties, 
neither of these officials should functionally be in a position which en 
titles them to give him instructions. Thus, the internal auditor’s position 
within the organization will be as strong and independent as possible. H¢ 
will be solely responsible to the highest managing authority in the company 
to whom he will address his report on the annual internal accounts, whicl 


summarize the accounts rendered by the various individual departments 


The internal auditor should select the members of his staff and, within 
the general standards of the organization, he should fix their salaries. He 
alone should determine the audit procedures and, consequently, the duties 
of his employees. His staff should be forbidden to accept audit instructions 
irom the executives of the departments they audit. The internal audit 
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department should not be considered as a training ground for accounting 
personnel, offering promising possibilities for speedy promotion to other 
departments, nor should the company’s accounting personnel be engaged 
as employees of the internal audit department. Both conceptions would 
result in the internal audit staff losing much of their independence; for 
example, they might be afraid of “stepping on the toes” of executives who 
might some day be their superiors. 


In order to obtain the required standard of internal audit work, it is 
essential that the audit personnel should be properly trained, that they 
should use detailed audit programs and that their work should be planned 
and periodically reviewed by professionally qualified auditors. 


X. DETERMINATION OF SCOPE OF INTERNAL AUDITOR’S ACTIVITIES 

The internal auditor, being an expert in auditing, should be entitled to 
lay down the minimum scope of his audit, which should cover all parts of 
the organization. Similarly, he should determine the procedures to be 
used for specific investigations, which either arise from his main job or have 
been specially commissioned by management. As a qualified accountant the 
internal auditor is bound to comply with the standards of the professional 
body to which he belongs. 


XI. INTERNAL AUDIT SHOULD INCLUDE TOP-MANAGEMENT’S ACTIVITIES 


In a well-organized enterprise the management's initiative and instruc- 
tions will be reflected in the performances of the staff at all executive levels. 
To assist the management in carrying out its function of supervising and 
controlling delegated tasks, the internal auditor must report as to whether 
and to what extent these delegated tasks have been performed in accordance 
with the management’s intentions. His audit function precludes him from 
taking part in managerial activities lest he should have to report on his own 
actions. Thus the internal auditor, though being a highly ranked member of 
the organization, should not be a member of the board. 


It is essential to note that the internal auditor can only give his expert 
opinion on the internal accounts if he is entitled to include all the activities 
of the management in the scope of his audit. He should, therefore, be allowed 
to take cognizance of all documents which reflect the decisions of manage- 


ment, ¢.g. minutes, budgets, etc. 


If his findings give rise to any comment on top-management’s activities 
he should be able to report direct to the president and to any or all of the 
managing directors, thus ensuring that his position has the greatest possible 


independence within the organization. 
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Xil. EXTENT OF INTERNAL AUDITOR’S ADVISORY FUNCTION 


Within the field of his specialized knowledge the internal auditor is in 
the position to give management as a by-product of his audit such sugges- 
tions as he deems to be in the interest of the business. His recommendations 
may be on accounting matters in general, ¢.g. collation and presentation of 
accounting and costing information; on organization matters, e.g. the effi- 
ciency of the system of internal check ; or on matters of general policy, e.g 


financing, market research, etc. 


XIll. INTERNAL AUDITOR’S ASSISTANCE TO MANAGEMENT IN CONTROL OF 
SUBSIDIARY COMPANIES 


The degree of functional decentralization within the organization has a 
bearing on the character of the internal auditor’s task. A geographical 
spreading of the units which together form one group implies a certain 
minimum of functional decentralization. The more independent the setup 
of the individual unit, the more the group's central management requires 
supervision of the financial reporting by local units and an examination of 
the records underlying such reports to ensure that uniform principles have 


been properly applied and the unit’s activities duly accounted for 


Normally, the scope of the statutory audit performed by local public 
auditors would not cover these aspects of supervision to the extent needed 
by central management. Moreover, the control exercised by central man 
agement must to some extent be limited, if the advantages resulting from 
functional or geographical decentralization are not to be jeopardized. The 
employment of an internal auditor, acting functionally and independent of 
local management, enables central management to exercise the required 


elements of control. 


XIV. INTERNAL AUDITOR’S UNSUITABILITY TO FUNCTION AS STATUTORY 
AUDITOR AND VICE VERSA 


In the foregoing analysis it has been explained that the management of 
a large enterprise cannot properly fulfill its functions without establishing a 
well-organized internal audit department. Such a department cannot, how 
ever, meet all management’s requirements as regards the services rendered 
by auditors since: 
1. the internal auditor’s opinion on certain problems presented to him 
may not be the best possible, as his experience with regard to certain 
aspects of managerial accounting and policy, e.g. financing and com 


pliance with stock exchange regulations, is limited ; 


7] 


2. the internal auditor, however great his personal integrity and inde 


pendence of character, cannot be deemed to give an independent 


4 
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opinion on accounts presented by the management to shareholders 
and third parties, because his opinion is given in his capacity as a 
staff-member of the company. 

The above mentioned requirements of management can only be met 
through the services of a public accountant. Why then should not a public 
accountant cover all of the management's requirements 7 

When auditing a large enterprise he cannot do so since 


1. it is impossible for him to be continuously at the disposal of the man 
agement ; 

2. he would have to acquire specialized experience and intimate know] 
edge of the details of the organization to an extent which would be 
incompatible with his primary function, i.e. to perform a statutory 
audit. In other words, impediments similar to those explained above 
as regards the functioning of an internal auditor would arise. 


It is, therefore, considered that the audit requirements of a large under 
taking should be divided between two distinct functionaries, i.c. an internal 
auditor and a public accountant, complementary to and collaborating with 
each other. 


XV. ARRANGEMENTS TO ENSURE PROPER COOPERATION BETWEEN 
ACCOUNTANT AND INTERNAL AUDITOR 


PUBLIC 


When an enterprise employs a qualified accountant as internal auditor, 
collaboration between the statutory auditor and the internal auditor can best 
be effected if: 

1. the internal auditor is a member of an equivalent professional organ 


ization as the public accountant (see above under VIII) ; 


2. the internal auditor is required to give his expert opinion on the 
internal financial statements ; 

> 4 ° : ° 4 7 

3. the internal auditor is unconditionally allowed by management to 


forward any information which he deems to be of importance to the 
public accountant ; 

4. the internal auditor undertakes to perform an audit program cover 
ing, as a minimum, all the procedures deemed essential by the pub 
lic accountant ; 

5. the internal auditor undertakes to forward to the public accountant 
a copy of all reports issued by him 
If the foregoing arrangements have been made, the statutory auditor is 

justified in taking account of the results of his internal colleague’s activities 

when determining the procedures to be followed in performing his statutory 
audit. He will have to satisfy himself that the internal auditor continuously 


performs his audit in compliance with the above-mentioned arrangements 
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This implies, inter alia, that the public accountant will keep himself i 


formed as to the contents and execution of the internal audit programs. He 
will do this by studying and discussing newly-issued programs, by review- 
ing the working-papers on the files of the internal audit department and by 
repeating part of the audit work carried out by the internal auditor and his 
staff. It should be noted that this repetition of work is not in fact a duplica 

tion of the internal auditor’s, since the purposes of the two activities differ 

one is an ascertainment on behalf of management as to whether the company’s 
internal accounts are reliable, whereas the other is an investigation as to 
whether the internal audit department's activities have been duly performed 
Thus the public accountant’s review includes an examination of the work of 


the internal audit department on a test basis 


Furthermore, the public accountant will direct his attention to those 
activities on which the internal auditor’s opinion might have been influenced 
by his subjectivity, having in mind that he is an integral part of the organ 
ization of the company and that he, to some extent, may think along the 


same lines as management. 


Last but not least the -public accountant will carefully study all reports 
issued by the internal audit department. If his study gives rise to any com 
ments, he will discuss the reports with the internal auditor. In some cases the 
internal auditor will arrange to have discussions with the public accountant 
when drafting his report in order to establish whether the latter shares 
his views. The public accountant will also ascertain whether the internal 


auditor is satisfied that his reported findings are properly followed up 


XVI. EFFECT OF PUBLIC ACCOUNTANT’S AUDIT ON INTERNAL AUDITOR'S 


[In performing his audit as described above, the public accountant must 
determine, in the light of his professional standards, the extent of his veri 
fication of the figures in the published annual accounts. In order to give his 
opinion on the internal accounts the internal auditor, on the other hand 


will have to cover all fields of activities in his audit 


The procedures carried out by each auditor will result from a rational 


division of duties between them so as to avoid unnecessary duplication of 
work. To this end the public accountant will also give his internal colleague 


the appropriate information as regards the scope and results of his work 


When advising the management on important questions the internal 
auditor may previously discuss them with the public accountant, especially 
in those instances where the internal auditor expects the public accountant’ 


views to be at variance with his own. This policy enables the public account 











24 The Internal Auditor 
ant to become acquainted with the problems arising within the enterprise 
and at the same time to form an opinion on the degree to which his internal 
colleague’s independence of judgment is influenced by his being a staff- 
member of the company. 


XVII. CONCLUSION 


It is felt that the setup of the internal and statutory audits as described 
above will be helpful in solving some of the many problems encountered by 
the management and the public accountant when performing their respective 
tasks in a large enterprise. 


This setup leaves the public accountant with all that is essential to jus 
tify his professional opinion on the annual accounts and enables him to direct 
a major part of his activities to the essential elements of his job. It is hoped 
that the audit approach for both the internal and the public auditor, as out- 
lined above, when discussed in principle and in detail during the forth 
coming congress, will be confirmed as being professionally sound. It is felt 
that this approach removes the conditions endangering the independence of 
the public accountant, leaving his impartiality unimpaired. On the othe 
hand it results in the internal auditor functioning at a level where, as a quali 
fied accountant, he can be of the greatest value both to management and 


the public accountant 














SEVENTH INTERNATIONAL 
CONGRESS OF ACCOUNTANTS’ 


REPORT OF THE SESSION ON THE INTERNAL 
AUDITOR 


M‘* F.C. J. Busch (Germany ) presided at the session which discussed 
“The Internal Auditor.” 


lhe vice-chairmen were Mr. G. H. L. Davies, B.Com, F.P.A.N.Z., 
F.S.A.A. (New Zealand) ; Mr. Frederico Rioseco (Mexico), and Mr. C. J 
Idman (Finland), and the members of the panel were: Mr. B. Smallpeice, 
B.Com., A.C.A. (The Institute of Chartered Accountants in England and 
Wales), discussion leader; Mr. W. A. Walker, C.P.A. (Controllers Insti 
tute of America), rapporteur and author of a paper; Mr. R. A. Irish, 
F.C.A. (Aust.) (The Institute of Chartered Accountants in Australia), 
author of a paper; Mr. L. G. MacPherson, F.C.A. (Canada) (Canadian 
Institute of Chartered Accountants), author of a paper; Mr. Ernest Sinnott, 
F.1.M.T.A., F.S.A.A. (The Institute of Municipal Treasurers and Account 
ants, U.K.), author of a paper; Mr. W. N. A. F. H. Stokvis (Nederlands 
Instituut van Accountants), author of a paper; Mr. W. R. Davies (Tut 
INSTITUTE OF INTERNAL AvupbiTors, U.S.A.), and Mr. Borge Hanse 


(Foreningen of Statsautoriserede Revisorer, Denmark ) 


RAPPORTEUR’S SUMMARY 


In the course of his summary, the rapporteur, Mr. W. A. Walker, deliv 


ered his summary of the papers as follows 


In preparing this summary I was privileged to compare my own thoughts 
ind experiences with those of four gentlemen who obviously had given con 
siderable study to the subject at hand. They are Mr. W. N. A. F. H. Stokvis, 
of the Netherlands, Mr. R. A. Irish, of Australia, Mr. Ernest Sinnott, of 
England, and Mr. L. G. MacPherson of Canada 


Such a comparison brought home to me the realization that internal 
auditing, the youngest branch of the accounting profession, is growing up, 
although it has yet to reach the state of stabilization of scope, standards, and 


procedures attained by the public accounting profession 


It was encouraging to find that the papers presented seemed in general 
agreement on a number of points 


* Reprinted from The Accountant, September 21, 195 
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However, | admit to some disappointment that there seems still to exist 
a considerable difference in viewpoint on the more fundamental concepts of 


the functioning of the internal auditor. 


For example: Normally, audits by public accountants involve principally 
the verification of assets and liabilities as of a certain date and such analysis 
of the income statement as will enable certification that they are properly 
stated. In other words, the public accountant establishes the accuracy of 
accounts, while I have always held that the internal auditor’s approach is by 
department or function to establish that good business practices and controls 
are in effect. Thus, the work of the two need not conflict because basic ap 
proach and emphasis are different. 

Unfortunately, contemporary literature on auditing has been concen 
trated largely on the viewpoint of the public accountant. Indeed many 
articles, purporting to address themselves to the subject of internal auditing, 
actually have been more applicable to the work of the public accountants 
This has been true because many auditors, whose experience has been in 
public accounting, found themselves commissioned by their companies to 
establish internal audit programs, and in the absence of adequate data on 
the concepts of internal auditing have not eliminated the duties of the public 


accountant from their programs. 


In fact, some internal auditors have cited as an accomplishment the fact 
that the work performed by their staff reduced the fee of the public account 
ant. It is my belief that such an assertion is a definite indication of a lacl 


of appreciation of the scope and responsibilities of the internal auditor 


VERIFICATION WORK 

Of course, in the coverage of his proper function, the internal auditor 
will perform a certain amount of verification work—not as an end, but as a 
means to an end—and such coverage may reduce the detail work of the 
public accountant necessary to satisfy the existence of adequate internal 


control. Mr. Sinnott seemed to be in accord with this latter concept. 


But this basic concept seems not to be completely shared by several of 
the other gentlemen, One stated: 

“An effective internal audit will assist the external auditor, especial, 
in minimizing his examination and review of ordinary operations and 
transaction detail, and to some extent in the balance sheet verifications.” 
\nother indicated the internal auditor should be required to give his 

expert opinion on the financial statements and should undertake a program 
covering, as a minimum, all the procedures deemed essential by the public 


accountant. He further stated that in order to give his opinion on the internal 
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accounts, the internal auditor will have to cover all fields of activities in his 
audit, and that there must be a rational division of duties between the 


external and internal auditor to avoid duplication. 


In connection with that same thought, I find myself agreeing whole- 


heartedly with Mr. Irish, and hoping that he is right, when he says that 


internal auditing was first an adjunct to the outside audit but it 


‘has come to be appreciated, however, that internal audit can provide 
a constructive as well as a protective service, an advance in thought 
which lifts the functions far above mere clerical routine. The internal 
auditor thus acts on management’s behalf to sift the detail of daily opera 
tion efficiency and so identify those features needing executive review, 
judgment and decision.” 


\nother facet of the problem about which there seems tO be a rather 
wide diversity of opinion is in connection with the broad subject of the inter- 
nal auditor’s status in the company. Generally it seemed to be felt that the 
auditing approach must be harmonious with the viewpoint of management, 
and a majority seemed to agree that as long as the program has the support 
of the chief administrative officer or body, the function can report to any 
member of management under whom the total program can work efficiently 
However, one view was expressed that if the auditor’s findings give rise to 
any comment on top management's activities, he should be able to report 
direct to the president and to any or all of the managing directors, thus 
ensuring that his position has the greatest possible independence. Another 
view was that he must be accountable only to the highest strata of manage 
ment. 

INIVERSAL AGREEMENT 
However, this difference in views may be apparent rather than real, 
x through it all I gather the impression that there would be universal 


igreement with the following principle: The internal auditor should try to 


arrive at the facts and, after careful consideration, present these facts in 
such a manner that, even though they may be in conflict with present com 
pany policies or thinking, they will be accepted and given the consideratio1 


due then 


\mong those who touched on the problem there was quite a wide dif 
ference in view as to whether the audit department should be considered 
as a training ground for accounting personnel. One view is that it should 
not, as they might be afraid of stepping on the toes of executives who might 
some day be their superiors. The other view expressed was that men in the 
audit department get a complete education as to the company’s policies and 


how these policies tie together for a smoothly operating business. Accord 
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ingly, it should be the ambition of the audit supervisor to be constantly 
losing his best men to other departments of the business where training of 
this type is needed to fill executive positions. It was contended that not 
only would this tend to create an organization of men with broad vision, but 
it would enable the audit staff to maintain a staff of men of the calibre needed 
to do the job at hand because they know that opportunity exists for those 
whose work is well done. 


“MANAGEMENT” AUDITS 


In connection with the so-called management types of audit, some 
concern was expressed that adequately qualified men would not be avail- 
able, as it would take a “superman” to give advice on every business activity. 
My own experience indicates that this is a problem which must be recog 
nized; but that if it is so recognized and handled with common sense, the 
“management” type of audit can be most beneficial. Each auditor must 
remember that he is not an industrial engineer, a metallurgist, an industrial 
relations expert, or the president of the company. Few practices have got the 
auditor into more hot water, and justifiably so, than that of pretending to 
know more about the technical phase of a subject than the technician him 
self. The auditor must try to arrive at a delicate balance which permits him 
to examine the facts and to render help in any department having a bear 
ing on the financial status of the corporation while, at the same time, con 
fining himself to those matters on which he can give sound opinions. An 
auditor is essentially a fact-finding examiner, and the judgment should be 
left to the appropriate management group. 


In ending this summary, I felt I could do no better than state the con 
clusion with which Mr. Irish ended his paper quoting : 

“The size and spread of activity in so many businesses have led the 
external auditor more and more away from the old form of detailed 
audit. His attentions go more to matters of policy and principle and I 
foresee this becoming firmly implanted as his true role. Such a develop 
ment is only possible if there is a marriage of internal audit functions 
which will take care of detailed accuracy and protection against staff 
dishonesty, but the internal auditor will have a continually expanding 
future as management appreciates that he, out of all executives, is best 
equipped to audit for management. It is a brilliant future, attainable if 


deserved.” 


DISCUSSION 


Opening the discussion, the discussion leader, Mr. Basil Smallpeice, 
A.C.A. (United Kingdom), suggested that he might be regarded as the 
managing director of a company employing about 10,000 people, who was 
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considering appointing an internal auditor and now had the unique oppor 
tunity of consulting the gentlemen on the platform, who were experts on 
this subject. 


The first question was: What would be the scope of the function of the 


internal auditor ? 


Mr. W. R. Davies (U.S. A.) quoted the statement issued by the Amei 
ican INSTITUTE OF INTERNAL AvupiTors. This states that internal auditing 
is a staff function, having no direct authority over other functions. It is a 
basis for protective and constructive service to management, dealing pri 
marily with accounting and financial matters, but also with matters of an 
operating nature. The over-all objective is to assist management in the 


effective discharge of its responsibility. 


Mr. Stokvis (Netherlands) maintained that the internal auditor’s func 
tion should primarily be a protective one. He was of the opinion that internal 
audit is an essential element in the organization. The constructive function 
will be based on the specific knowledge acquired in the performance of the 


protective function. 

Mr. Macpherson (Canada) was afraid that the internal auditor with the 
constructive viewpoint would be tempted to go too far into the operational 
aspects. 

As to the status of the internal auditor there seemed to be general agrec 
ment that he should be a man with a psychological feeling for independence 


and that he must be very high in the hierarchy of management 


Regarding his relationship with the public accountant, Mr. Hansen 
(Denmark) stated that the internal auditor is an employee of the company, 
whereas the public accountant is appointed by the shareholders and is als: 
responsible to third parties. To a certain extent they have a common task 
and there should be sufficient coordination so as to avoid unnecessary dupli 


cation of work. 


Mr. Irish ( Australia) believed that the public accountant, when drawing 
up his program, should consider the internal audit as complementary to the 
internal control. The public accountant is not responsible for the shortcom 


ings of the internal auditor, though he may have to fill the gap 


Ra 


To a question from the audience, at what stage in the growth of the busi 
ness an internal auditor would be required, Mr. Irish answered that a yard 


stick might be the volume of transactions and/or the number of employees 


\s to the question whether the internal.auditor should be a member of 
a recognized body, it was said that this might be useful as a guarantee for 


his professional abilities. 
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Another question was whether there is a yardstick by which the value 
of the service of internal auditing could be measured. Mr. Sinnott (United 
Kingdom) answered that one cannot measure the usefulness of fire brigades 
by the number of calls which have been made. The value of the internal 
auditor is to be found in his continuous appraisal of figures and systems. 


Mr. Smallpeice did not relish his task of summing up the discussions, 
since there seemed to be considerable differences in viewpoints on funda- 
mental aspects. Notwithstanding these conflicting views, however, it might 
be concluded that the internal auditor’s function is basically a protective one, 
and beyond that there should be a constructive approach. He should not try 
to embrace everything because then he would be the nianaging director. As 
to his status, there seemed to be agreement that he must have substantial 
weight in the organization so that his opinions were taken into account. 


The President, Mr. Busch, concluding, stated that in all the diversity 
of opinions one thing seemed to be certain: that the internal audit function 
is of the utmost importance, both for management and for the public ac- 
countant. 








INTERNAL AUDITING IN 
JAPAN -- ITS DEVELOPMENT 
AND PRESENT PROBLEMS 


By SHIGEO AOKI 


Professor of Accounting, Waseda University 


Although a compulsory independent audit has only recently been required 
in Japan, internal auditing practices have developed vigorously. The author 
discusses the results of a recent survey of internal auditing in Japan and 
points out similarities with and differences from practices in the Western 
World. This article is of particular interest because of the recent formation 
'f a Japanese chapter. 


|. DEVELOPMENT OF INTERNAL AUDITING IN JAPAN 
A. Present conditions 


In Japan we have about 300 companies which have an internal auditing 
organization, and we have two independent study associations of internal 
auditing: one in Tokyo (the capital and the largest city in Japan) and 
the other in Osaka. In Tokyo, we have about 250 member companies and in 


Osaka, perhaps about fifty 


In Tokyo, study meetings are held once or twice a week. The speakers 
are usually internal auditors of member companies, professors of the uni 
versity, or sometimes certified public accountants. During 1956, we had two 
study course groups: one for the study of financial and accounting audit 


and the other for study of operation audit 


Even though we have about five or six books on internal auditing printed 
iri Japanese, for college courses, frankly, I think, we have no college where 
they are offering an independent internal auditing course. Usually when we 
have a course in auditing, we treat internal auditing, too, as a part of that 
course. Perhaps it may occupy 10% or 20% of all teaching volume of audit 
ing. However, in the near future, I expect that we will have some internal 


auditing courses in several colleges. 
8. History of internal auditing in Japan 


By the survey which we made in 1955 of about 96 companies, the tim 


they had their first internal auditing activities was as follows 
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No. of 
companies 
Before 1949 57 
1950 7 
1951 10 
1952 8 
1953 8 
1954 3 
1955 3 


These statistics tell us that in Japan most of the companies already have 
several years’ experience of internal auditing; in the case of several com 
panies, it is more than 50 years since they first began their internal auditing 
However, at the same time we must mention that, of 57 companies which 
had already started their internal auditing before 1949, 45 of them had 
made some changes in their internal auditing aims or in their organization 
within these several years. This indicates that within these several years, 
most of the companies are having some kind of revolution about the con- 
tents of internal auditing. 


C. New movement of internal auditing 


In general, the development of internal auditing in Japan showed the 
following three steps: 
1. Check and protection against fraud and errors 
2. Financial and accounting audit, including the establishment of proper 
accounting systems 
3. Operational audit with the purpose of improvements in operational 


efficiency and the establishment of proper operational procedures. 


\t any rate, I can say clearly that at present we have perhaps no 
internal auditor in Japan who believes his audit aim is chiefly to discover 
errors and frauds. Of course, in some companies, the main purpose of their 
internal auditor may be an accounting and financial audit, but most of the 
internal auditors have more interest in the operational audit (or manage 
ment audit). As a practice too, in Japan we are moving toward such a 
tendency. 


D. What we have accomplished and what we are doing 


By the survey of 1955, the results or effectiveness of internal auditing 


which were recognized by companies were as follows 
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No. of 


companics 


\rrangement of accounting procedures and systems 88 
Discovering and checking of frauds and errors 7] 
Nationalization of assets control 71 


\rrangement of management organization and 
operational procedures 7 
Advice on business policy 60 
s you can see by these figures, in Japan almost all of the companies 
\s you can by t hgut in J Imost all of th mpani 
which have an internal audit staff established their accounting manuals, at 
g , 
first including the internal check system, accounting standards or account 
ing rules by law, and also management organization and operational proce 
dures manuals (for example, purchasing, selling, inventory control, and 
fixed assets control). 
Now we are trying to promote the following items and also to make clear 
the relationship between them and internal auditing activities 
1. Mechanization of accounting 
2. Use of IBM or other machines for operational control 
3. Relationship between budgetary and other types of control 


+. How to support good business policy or planning 


ll. THE PLACE OF THE INTERNAL AUDITOR IN THE BUSINESS ORGANIZATION 


The position of the internal auditor in the organization 


Much discussion arises from this problem in Japan; as a practice they 
occupy one of the following two positions : 

1. The internal auditing function is ranked either as a department or 

within a department which is on the same level as other departments 

2. The internal audit staff ranks at a higher level than the other depart 

ments. 

In 34 out of 85 companies, the internal auditor occupies the positiot 
described in (1). Within this group, a survey shows there are five dif 
ferent variants: 

a. The internal auditor belongs to the department of accounting, as a 


division of it .. . 14 companies 


The internal auditor belongs to the department of management 
as a division of it. In this case the department of management is 
newly established department, separate from the accounting depart 
ment, and it usually contains budgetary control and internal audit 
functions . . . 10 companies 

The internal auditing department is at the same level as other depart 
ments but independent of them . . . 4 companies 

d. The internal auditor belongs to the planning department as a division 
of it... 3 companies. 


e. Others . » compani¢ S 





Organization examples of (a) 


In the case « 
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Board of Directors 








in the case of a mining company : 
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Organization examples of (b)—in the case of a paper company : 
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Organization examples of the second type 


In the case of a chemical company : 
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In the case of an iron company : 
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However, when we compare the second type with the first type, we are 
convinced that the second is a better organization for the trend from the 
accounting and financial audit aspect to the operational aspect of internal 
auditing in Japan. As a matter of fact, the survey definitely points to 
the increasing popularity of the second type, with 51 out of 85 companies 
placing their internal audit department at a higher level than the othe 
departments. 


8. How many internal auditors do we have in one company ? 

The number of internal auditors differs from company to company 
especially according to the type of industry. Here follows an analysis of 
the average number of internal auditors for each kind of industry : 


\verage number 
of Internal 


Number o \uditors in 

Classification companies a company 
Iron, shipbuilding and machin 19 55 
Mining and oil 7 5.1 
Chemical and rubber 1 47 
Warehouse 2 2.0 
Textile and paper 17 5.7 
Gas, electric 3 93 
Food ( 45 
l'ransportation 8 44 
Insurance 4 10.2 
Commerce, trading 5 17.0 


From these figures it will be seen that in commerce, insurance and gas 
and electric industries, each company has at least 9 or more internal auditors, 
but in the case of warehouses, the average number of internal auditors is 


only 2. 
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As an exceptional case, even though we did not include it in these fig- 
ures, the Japan Express Company has more than 400 internal auditors, and 
some commercial companies have 65 internal auditors. 


C. Former experiences of the internal auditor 


Because internal auditing developed from accounting and financial audit, 
even at present, most of the internal auditors may have come from the 
accounting department. When the scope of internal auditing extends to 
operational auditing, I think we shall need internal auditors who have a 
knowledge of or talent for other operating functions too. By the survey of 
1955 in Japan, the previous training and experience of internal auditors 


was as follows: 


Accounting 39.2% 
vales 69 
Materials 6.3 
General management 7.3 
Research and planning 5.0 
Directly, with no other experienc: 5. 
Others 13.9 
Assistant clerk (wome1 15.8 
100.0 


D. Temporary appointment as an iniernal auditor from another department 
The activities of the internal auditors usually have a peak time, at which 
time there is often a shortage in the internal audit staff. Also at times they 


may do some type of auditing which needs special knowledge and talent 


In these cases, we occasionally temporarily borrow a suitable persor 


from other departments as an internal audito1 


In Japan, by the survey of 1955, among 98 companies, 52 have sucl 


temporary app yintment system 


Ill. OPERATION AND METHODS OF INTERNAL AUDITING 


\. How to arrive at a motivation and decision for an internal audit plan 

Before the internal auditors begin their activities, they usually need an 
internal audit plan. The first problems of this internal audit plan may be 
who should move for an audit plan. By the survey of 1955, there appear t 


be three sources of authority for such a motivation 


From the internal audit divisior 32 compani 
By the special order of top management 1 compan 
By the combination of the above two 65 companies 


Next we must have the decision for an internal audit plan. This decision 
is usually made by the president, or board of directors, by the director i1 


charge, or by the head of the internal audit division 
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The internal audit plan decided upon, based upon the following types 
in Japan: 


Long-term plan only and not an individual 


(or short-term) plan 35 companies 
Both long- and short-term plans 29 companies 
Individual short-term plan only 26 companies 


B. The question of pre-notice for audit 


I: Japan, before he begins his audit, the internal auditor usually gives 
pre-riotice, but the pre-notice, in many cases, is only the date and not th 
content of the audit to be done 


C. Relationship with the other control systems 


By the “Statement of Responsibilities of the Internal Auditor” 1947 
(this document is influential in Japan) the nature of internal auditing is as 
follows: “It is a type of control which functions by measuring and evaluat 


ing the effectiveness of other types of control.” 


In Japan, we understand the nature of this point very well, and so we 
think the main contribution of internal auditing is to keep or to improve 
the other types of control. 


However, when the other types of control are not complete, the internal 
auditor is sometimes compelled to supplement it. Here the internal audit 
has some nature of direct control. Of course, in this case the internal audit 


loses its nature as a staff function 


Therefore, in such circumstances internal auditors are not performing 
functions of management but are supporting or complementing the direct 


manager or its control system 


In my opinion, this duplication between the other types of control and 
internal auditing may be avoidable when the company has another complete 
control system, and in this case, internal auditors do not concern themselves 
directly with the efficiency of the operation. It is my understanding that the 
basis for any good direct control system is the existence of a sound internal 


auditing function. 


D. The main points which we must improve to have better internal audit 
systems in Japan 

\t present we have many shortcomings in our internal auditing; the 
following points were mentioned by the survey 


Imperfections or defects in organizations, system 
manuals for management and controls ¥Y companies 


Defects of internal audit organizations and inadequacy of 


trained personnel on the audit staff ompanies 
Lack of recognition of importance of internal auditing 


by management and employees § compan 
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The main points which we are trying to improve at present aré 
follows: 
1. The extension of audit functions, for example, to operational audit 


and to more detailed audit. 


- 


2. Improvement and greater comprehensiveness of auditing methods 
(for example, not only departmental audit, which there should be 
but also a functional audit) method of operational audit, continuous 
paper audit through systematic report, and introduction of opera 
tions research method to internal audit 


3. Distribution of audit reports. The system for the preparation of thi 


internal audit report must be speedy and precise in order that it ma 
be available to management whenever required 

+. Internal audit organization and internal auditor. (For exampk 
there should be a resident auditor, a committee of internal auditing 
to increase the number of internal auditors, to improve the efficiency 
of internal auditors, to advance their position as internal auditors 
within the company, and to have more highly trained internal audi 


tors for operational audits 


SF 


Establishment of systems and manuals of internal control and ot 


IV. RELATIONSHIP WITH OUTSIDE ACCOUNTANT 
\. The compulsory CPA audit in Japar 


In Japan, the audit of financial statements by certified public account 
ants has been compulsory since June, 1951. In 1948, the Securities and Ex 
change Law and the Certified Public Accountants Law were put int 


effect upon the advice of the United States 


However, during these 6 years, from 1951 to 1956, we did not have 


complete financial statement audits; rather we progressed steadily towards 
a good background for it. During this time, we had about 1,500 CPA’s 
certified by strict government examination. At this time internal check and 
control systems were established too, and accounting standards, S.E.C 
accounting rules, auditing standards and some limited scope auditing pra 

tices were put into effect. In Japan, by law, a company that has capital 
stock of more than 100 million yen (about $278,000) must have a financial 
statement audit by a CPA. About 800 companies are now under compulsor 

and complete audit control. (Until 1956, we had some limitations in 
audit ; for example, there could not be more than 2 auditors and the period 


of auditing could not exceed 22 days, even thoug 


gh in Japan, the usual ac 


counting period is 6 months. Audit functions were also limited 
1 audit and 


as a matter of fact, we must know that when tt was decided 


Here we need to consider the relationship between externa 


internal auditing ; 


+ 











10 The Internal Auditor 


to introduce the CPA audit system into Japan about 10 years ago, many 
companies became eager for internal audit as a cooperative organization to 
external audit 


B&. The problem of triple audit 


In Japan, the auditing system of a corporation is rather complicated com- 
pared to that of the United States. Companies which have more than 100 mil 
lion yen of capital stock usually have three audits: 

1. Audit by certified public accountant regulated by securities and 

exchange law. 

2. Audit by traditional auditors, which all stock companies must have 

as required by commercial law. All financial statements must have 

the audit of this auditor before they are presented at a stockholders’ 
meeting, and this auditor is to be selected at stockholders’ meeting, 
as a member of the organization of the company. 


3. Audit of internal auditor for management purposes 


lhere are problems of how to coordinate these audits. Some Japanes¢ 
expect the elimination of the traditional commercial law audit and to have 
only CPA and internal audit as is done in the United States. However, for 
the present at least, we have the above three types of audit, even though as 
a matter of fact, the auditors of commercial law are usually only a formal 
ity except in the case of a few companies. In some companies where thx 
ommercial law auditors are actively used, the internal auditors are assist 
ng them, while in others they are undertaking quite independent audit 


ictivities 


In the case of triple audit, perhaps the most important coordination 
problem, from the standpoint of internal auditing, may be the coordination 
hetween external auditing and internal auditing. Of course we know that 
these two types of auditing have different aims, but they should eliminat« 
duplication as far as possible. About this point, we have many things to 
study, as we are going to have CPA’s complete financial statement audits 
beginning in 1957 and as we have some criticism of external auditing, 
especially with respect to its real effects, cost and the company’s work load, 
as they must present their financial statements at the stockholders’ meeting 
and the tax burden within the required 2 months period after the end of 


their accounting period 


ONCLUSION 


During my stay in the United States, I visited many companies to study 
their internal auditing practices. I found that Japan has the same problems 


of internal auditing as those in United States companies. It is important to 
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note, however, that the tendency to the operational audit, the problems or 
questions concerning it, and the solving of the problems of the triple audit 
are the main problems in Japan today 


To have more progress in internal auditing activity in Japan, we must 


open our eyes wider and we should present our existing problems in ordet 


to have advice and suggestions from the United States as a progressive 


country in this field. Through these connections, | believ 
better internal auditing future in Japa 


we can have 











MANAGERIAL AUDITING OF 
OPERATIONS“ 


By CHARLES N. INMAN 


Resident Internal Auditor, Georgia Division, Lockheed Aircraft Corporation 


The venture of the internal auditor into fields outside accounting has 
often been haphazard. As a result he is liable to produce ineffective result; 
that may be damaging to his company, his profession and himself. The author 
carefully examines the nature of operational auditing, the responsibilities 
assumed by the internal auditor, and the orderly approach he should mak 


in preparing himself for, and conducting, this type of work. 


THE DEVELOPMENT OF OPERATIONAL AUDITING 


PERATIONAL auditing is somewhat of a challenge to us. It takes us 
into strange fields. It taxes our initiative and ingenuity. It forces us to 
develop a broader knowledge of business management, but along with these 
things it offers an opportunity for personal and professional advancement 
Numerous articles have been published and quite a few speeches have been 
made dealing with various aspects of operational auditing. The progress of 


the profession in this field, however, still leaves much to be desired. 
| 


In tracing the evolution of internal auditing from the traditional financial 
and accounting field into the operational field we find that we are dealing 
with a relatively new development. Although business has used auditing 
for many years, in verifying and checking transactions to ensure their 
accuracy, and later in analysis and evaluation of controls and systems used 
in the financial and accounting areas, it has been only in the last 10 years that 


much attention has been paid to the field of operational auditing 


In 1941 a small group of men active in the internal auditing function in 
their companies organized the professional society of internal auditors. This 
organization, THE INSTITUTE OF INTERNAL AupiTors, has been instru- 
mental in guiding and promoting the progress of the profession of internal 
auditing since that time. From a modest beginning in 1941 this organization 
has grown steadily to a point today where it has some 3900 members and 56 
chapters located throughout the United States, and in Canada, Mexico, 
England, Australia, Venezuela, the Philippine Islands, and Japan. The basic 


purpose of these men in forming this association was to develop the field of 
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internal auditing to better serve management. Business organization had ex 
panded from the small proprietorship to the large complex corporation, Busi 
ness management had expanded from direct personal control to the indirect 
type of management control. These men envisioned an opportunity for audi 


tors to expand their service to management as a result of these developments 


In 1947, after considerable study, the national organization undertook to 
define the objectives of internal auditing in the Statement of Responsibilities 
of The Internal Auditor. At that time it said that “Internal Auditing 
is the independent appraisal activity within an organization for the review 
of accounting, financial, and other operations as a basis for protective and 
constructive service to management. It is a type of control which functions 
by measuring and evaluating the effectiveness of other types of control. It 
deals primarily with accounting and financial matters but it may also properly 
deal with matters of an operating nature.” Note that this statement of ob 
jectives indicated primary concern with financial and accounting matters 
ind a secondary (and permissive) concern with operational matters. This 
vas an important “break-through,” however, and identified the field of 
internal auditing with over-all management as opposed strictly to financial 
management 

Ten years later, in 1957, the national organization believed that the 
ibility of auditors to serve management in the operational field had been 
demonstrated to a point where complete recognition of this field should be 

iade. It therefore revised the statement of internal auditing objectives to 
state “Internal Auditing is an independent appraisal activity within an organ 
ization for the review of accounting, financial, and other operations as a 
basis for service to management. It is a managerial control which functions 
by measuring and evaluating the effectiveness of other controls.” In this 
definition internal auditing spans the entire organization and is not limited 


© accounting and financial matters 


rhus, although the profession has recognized the value of this service 
management, and by its sponsorship, research, literature, and other 
activities has aided and assisted the individual auditors to expand into this 


gradual and much further 


field, as with anything new progress has been g 
expansion remains to be accomplished. This is true because such expansion 
will not be adopted on an over-all basis by management just to give the 
auditors more rank and a better job. It must be achieved during this period 
of development pretty much on an individual company basis as the experience 
of the auditor in this field demonstrates his worth to management. As it is 
achieved individually the profession of internal auditing progresses toward 


recognition as an accepted part of the general management organization 
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THE DIFFERENCE BETWEEN FINANCIAL AND OPERATIONAL AUDITS 

What is the difference between financial and operational audits? Basically 
one deals with financial controls, the other with operational controls. In 
financial audits we are concerned with the accounting controls, such as the 
accounting policies and procedures, the chart and text of accounts, the 
system of internal cort:ol, the accounting records and reports. Our objec 
tive here is to determine whether these controls are adequate and effective 
and provide a proper accounting of company affairs to management. 

Operational audits are concerned with the types of control established by 
management to conduct the many other phases of its business. Such con 
trols as organizational controls, manufacturing procedures, systems and 
methods, schedules, standards, budgets, operating records and reports, would 
serve as examples. Our objective here is to determine whether these con 
trols are adequate and effective to accomplish management's objective ot 
plan of operation. 

Recognition of this difference between financial and operational audits 
and the different types of controls involved in these two areas permits us to 
adopt a direct approach and reporting technique. We could establish a rela 
tionship of any operation in the company with its financial aspects, because 
all operations have either directly or indirectly a financial implication 
However, in many cases this relationship may be rather remote. The a 
counting controls are only one of several types of management controls, and 
where the accounting relationship is remote or indirect, management estab 
lishes more direct and pertinent operating controls 

Following this same practice we examine and report directly on th 
controls involved. For example, the inaccurate accumulation of schedule data 
on production, set forth in a report on which management decisions ar‘ 
based, is more clearly and directly reported as a deficiency in the manage 
ment reports control than it would be by relating the matter indirectly to the 
financial implications of excessive production costs, resulting from bad mar 
agement decisions, based on faulty production schedule information in 
reports. 

In actuality, there are many cases where you can do financial auditing 


in operational departments. In the complex corporate type of organization 
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inany matters essentially of an accounting or finance nature are originated 
and handled by organizations outside the immediate scope of financial con 

trol. This does not make them any the less accounting and financial mat 

ters or eliminate the need for standard accounting and financial controls 
In our company, as an example, virtually all functions relating to productiv: 
and nonproductive materials are assigned to operation departments outside 
the direct control of the finance and accounting organization. The functions 
of determining material requirements, initiating procurement action, put 

chasing, receiving, storing, maintaining subsidiary inventory records—all 
involving basic accounting and financial source data and records—ar 
assigned to departments outside the finance division. This is one avenue you 
can follow in expanding your audit activity—follow the accounting controls 
out into the operational areas. Trace your accounting systems, records and 
basic data to their source of preparation and processing. Appraise the ade 
quacy and effectiveness of the accounting controls established and mau 

tained by the operational departments. You are on solid ground here, cor 

cerned with accounting and financial controls, and should have no difh 
culty. It may serve as the opening wedge and lead to further complete exam 


inations of the operational departments’ functions 


Conversely you have opportunities for expanding your audit activities 
by doing operational auditing in financial departments. These would be con 
cerned with management responsibilities assigned to financial department 
above and beyond the strict accounting responsibility. Practices relating t 
such matters as insurance coverage, tax matters, utilization of cash, invest 
ment in inventories, customer and vendor relations, and credit policy admit 
istration are somewhat outside the area of strict accounting control and art 


governed more by management policies and various operating procedur: 


In summary, then, we can differentiate between financial and operational 
audits by the type and relationship of the controls involved in the matter 


under review 


RESPONSIBILITY 


What are the responsibilities of the internal auditor in an operationa 


audit ? What does management expect of the internal auditor in this field? 


Generally, management will outline the function and the general limits 
of responsibility when it establishes an internal audit organization. This will 
vary, depending upon the individual management’s desires and its attitude 
as to the usefulness of the function of internal auditing as an aid in co 
trolling operations of the company. If your company accepts the function of 
internal auditing in a broad concept, you may be backed by a statement of 


responsibility somewhat similar to the one we have in our company. It states 
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“Company Objective: To assure that management controls are ade 
quate and effective by having Company managers and staffs furnished 
with periodic evaluations of such controls. 


“Responsibility: The Internal Auditing Department shall period 
ically audit organizations of the Company, evaluating the planning, 
accounting, custodial and control functions, to assure that they are being 
performed in compliance with management instructions and applicable 
policies and procedures in a manner consistent with overall Company 
objectives and high standards of administrative practice. All Depart 
ments shall assist the internal auditors in the audit of their organization 
by ensuring that the auditors have full, free and unrestricted access to 


all Company records, properties, activities and personnel.” 


This statement is fairly broad and in effect permits the internal audit 


to perform audit work in any organization in our company. 


On the other hand, in some companies the sphere of responsibility may 
be restricted and limited to the accounting and finance organizations or t 
those areas of operations which contain related accounting and finance mat 
ters. In any event, whether unrestrictive or restrictive, management will des 
ignate the general area of responsibility. Our primary duty to management is 
to accomplish our assignment with a professional degree of quality on a con 


sistent basis. 


To proceed from general to specific responsibilities—what particular 


responsibilities should the internal auditor have in an operational audit 


Our specific responsibilities in the financial or accounting area are fair] 
well established and parallel the auditing standards and procedures followed 
by the public accounting profession in its examination of similar matters 
They result in the expression of an informed opinion as to whether the 
accounts fairly reflect the financial position of the company and the results 
of its operations in conformity with generally accepted accounting principles, 


applied on a consistent basis 


In the operational field, however, with the wide variety of situations w« 
may encounter, we do not have as clearly defined an area of responsibility 
The same auditing standards as applicable to financial matters will apply 
These relate to the professional standards of training and competence oi 
the auditors, the thoroughness and comprehensiveness of the field work and 
the adequacy of reporting practices. Certainly management has a right t 
expect a first-rate administrative job. The auditing procedures, however 
are not as specific as in financial areas and will require a greater degree of 
judgment to fit the particular circumstance. In the accounting and financial 


field we in the United States can look to our textbook theory, the pro 
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nouncements of the American Institute of Certified Public Accountants, th« 
Securities and Exchange Commission, the tax regulations, and other sources 
as criteria in our responsibility for the determination of conformity with get 

erally accepted accounting principles. In the operational field, however, w 
do not have the same type of criteria. Instead we have management policies 


and procedures and other management controls 


In reviewing the management policies, procedures and control critert 


we find certain fundamental responsibilities 


1. Consistency—Are the procedures consistent within themselves: 
Where we have a chain of procedural instructions starting wit! 
general policy statement and an organizational assignment of respot 
sibility, implemented by divisional directives, branch procedures, 
and detailed departmental instructions, we have a responsibility t 
see that coordination is effected and that this type of management 
control is consistent. 

2. Adequacy—Do the procedures provide a means of accomplishing 
the objective? Where, as a part of organizational control, you hav 
specific assignments of functions and responsibilities for each organ 
ization, the procedures should prescribe a method of accomplishing 
the function. We have a responsibility for devising audit tests tl 
will indicate the adequacy of the procedures in this respect 

3. Compliance—Is the actual work being performed in accordance wit! 
prescribed procedures ? When we have determined what the functio 
is and how the procedures prescribe it be done to accomplish the 
objective, we have a responsibility to measure and evaluate con 
pliance with the procedures 

+. Effectiveness—Is the desired result obtained? The controls utilized 
by management over its operations vary by type, importance a1 
application from one job to another. Some are simple clerical check 
such as a numerical document control; others are prescribed met! 

ods, standards, and schedules which are all part of an integrated 

system related to other operations, such as the controls relating t 

the determination of material requirements which utilize data fron 

engineering, manufacturing, planning, production scheduling, and 
purchasing. Some are for departmental management informatio: 
work status and accomplishment ; others are for higher managenx 
information on over-all schedule status, quality and cost. We hav 
responsibility in the examination of these controls to devise tests 
which will indicate their effectiveness. In this light we can generall 
look for accuracy, completeness, and timeliness as pertinent points 


which to base our evaluation 
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We can summarize then our responsibilities in operational audits by 

saying : 

1. Management itself should define our general area of responsibility, 
either as broadly covering the evaluation and measurement of man 
agement controls or perhaps as restricting it to controls of financial 
and accounting matters. 


2. We have a specific responsibility for the observance of professional 
auditing standards similar to the standards of financial and account 
ing auditing. 


3. We have specific responsibilities for determining (a) the consistency 
of the various related management policies and procedures, (b) thei: 
adequacy to accomplish assigned function, (c) the compliance of 
the organization with the procedures prescribed, and (d) an evalua 
tion of the effectiveness of the various management controls for the 


purpose intended. 


LIMITATIONS 

What are the limitations of the internal auditor in operational audits? 
How far can he go—how far should he go? This matter is very important 
and deserves constant consideration and the exercise of judgment by all 


members of the audit staff. 


The basic principle of independence which the internal auditor enjoys 
in the organization structure gives him a free hand to go as far as he thinks 
necessary to perform his function properly. We must use judgment, though 
and not try to go too far. We are a staff advisory agency with no authority 
over operations, and we are in fields where the operational function is for 
eign to the field of our specialization. Managers of the various operational 
organizations, who over a period of years have become technical experts in 
their field, may not understand fully the purpose of internal auditing or th« 
technique and methods that the internal auditor uses; they may doubt that 
an auditor could come into his organization and in a short time learn enough 


about it to fairly appraise the operation 


We cannot appraise the operation if we approach it from a technical 
standpoint, but if we approach it from a control basis, we can. The limitatior 
is one more of direction than restriction. Our work in operations should be 
directed to the evaluation of the adequacy and effectiveness of management 
controls to the end of achieving management’s objectives, rather than to 
the direct evaluation of the degree of technical ability or judgment in per 
forming the operational functions. Certainly they are related. Management's 
objectives would anticipate a reasonable level of technical or professional 
ability in the performance of the function. Generally this technical or profes 
sional ability is so inherent in the satisfactory performance of the function 
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that management itself will establish certain controls to ensure that the de 
sired degree of performance is attained. If no controls have been established 


in this significant area, then the auditor has a finding 


The point | would make is that by the examination of controls we should 
be able to satisfy ourselves as to the reasonableness of technical and profes 
sional abilities in the performance of a function, whereas we should not 
attempt directly to evaluate the exact degree of technical ability in an opera 


tion 


For example, if we were auditing the engineering department, we cet 
tainly should not review the drawings from the standpoint of evaluating the 
level of technical quality in a design. But we could evaluate the reasonabl 
ness of the technical competence indirectly by reviewing labor reports 
which would indicate engineering redesign time charges, or inspection r¢ 
ports which would indicate part rejections and classify engineering deficiency 
as the reason for the rejection. If the function is being performed with a sub 
standard degree of technical proficiency, or if there has been any significant 
deterioration in quality, it should be apparent from a comprehensive review 
of the controls. Just what these controls are and where they are may tax our 
ingenuity a bit. But if we look closely enough, we should be able to find 


something we can use that is fair and reasonabk 


One effective method is to go downstream to the next using organizatio1 
and get a sampling of opinions from qualified people there as to their satisfac 
tion with the degree of quality of the service furnished them. If they are un 
happy and are having problems as a result of poor quality or timeliness of 
service, they will be quick to let us know. We can then review their records 


and reports to measure and evaluate the seriousness of the condition 


In summary, then, within the sphere of our responsibility there should 
he no limitations as to how far we can go to perform our function properly 
Che limitation applicable is that our work be directed to evaluations of man 
agement controls rather than to the direct evaluations of the degree of tech 


nical and professional abilities or judgment 


APPROACH 


How do we approach an operational audit? What steps do we follow 
in setting up an examination in a technical field of operations? One basic 
criterion in our company generally summarizes our approach in matters of 
this kind. It is a very brief statement with an over-all application. “Are they 


doing their job—if not, why not?” 


In the planning phase of our audit we develop our program of exam 


ination by exploring four questions 
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1. What is the job? 
Z Who does it ? 
3. Why is it done? 
4. How is it done? 
On the basis of information researched and developed by discussion in 
answers to these four questions we prepare an audit program for utiliza 


tion in the field work and report phases of the examination 


Most of our operational jobs are conducted on an organizational basis 
and on functions within that organization, rather than the broad functional 
type of a system examination that would span several organizations. Both 
bases have advantages and disadvantages, but we simply have chosen to use 
the organizational method in our company. It gives a comprehensive and 
timely coverage to all significant operations within a particular department, 
hut it lacks the comprehensiveness of a complete specific system review at 


any one time. 


The answers to the what, who, and how questions are developed in two 
ways—first by research of pertinent published matter such as statements 
of functions and responsibilities for the organization, company policy state 
ments, supplementing branch directives, departmental procedures and detail 
instructions, and secondly by discussion with responsible organizational 


management. 


We review the formal statement of the function to determine exactly 
what the area of the job encompasses and then start out to build the chain of 
procedures that tell us who is to do it and how it is to be done. In this area 
we determine the responsibility for various processes within the function. 
What authorizations, schedules and standards are to be applied? What 
documents are to be originated or processed? What reports are to be sub 
mitted? What apparent control points exist within the function? All with 
the “why” evaluation as to whether these appear to be adequate to accom 
plish the end objective. At this point we should have a pretty good idea of 
what the job is, but it is theoretical and needs some practical touches. W<« 


then go to the organizational management and discuss the examination with 


them—getting their observations and confirming our understanding of the 
job. At this point we would obtain information as to any known deviations 
from the published procedures and management's evaluations of the sig 


nificance of any particular areas in relation to others 


When we have completed this review we should be able to determine 
the significant areas for examination and set up an audit program speci 
fying the audit objectives which will permit us to make the audit tests to 
measure and evaluate the effectiveness of management controls over a 


specific function and determine the extent of compliance 
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By RICHARD A. BYERLY 
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Director, Methods Research, Greyhound Corporat 


Business management has allied with the scientist to solve practical prol 


ems in a manner that was physically impossible only a few years ago. The 
mpact of these methods, originally concerning themselves with operati 

matters, is being felt increasingly in the fields of accounting and auditing 
The present-day accountant and auditor can ignore them only at the risk of 


DCINndG SM pt asid¢ hy thre re lenth SS march of progress 


INTRODUCTION 


\ \ 7 E are entering into a period of dynamic development of new ideas in 

business management and operation which will have a profound effect 
on all of us professionally. We all acknowledge that accounting records exist 
for the purpose of supplying management rapidly with reliable and essen 
tial information. This information is designed to supply management witl 


bases for decision, or to satisfy requirements of external agencies 


The significance of our contribution as auditors and accountants is 
bound to be judged ultimately on the basis of the importance of our assist 
ance in fulfilling these basic purposes. Therefore, it behooves us to keep 
abreast of all developments which may bear importantly upon management’ 


appraisal of the significance of our work 


My intention is to discuss developments and possibilities, rather thar 
state conclusions. As a mathematician, I am in no position to suggest 
actual changes in auditing practices. I am only in the position of a bystander 
who is exceedingly curious about the impact of mathematical techniques i 
areas of business where ti ev are obviousiy applicable 

When we discuss business problems, we are not discussing simple prob 


lems. B. V. Bowden, a well-known English computer expert, said: “It 
always outrages the pure mathematician when he encounters commercial 
work for the first time, to find how difficult it is.”’ I heartily sympathize wit! 


his position 
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The auditor, working in the complexities of a practical business opera 
tion, with all of its day-to-day harassments, has sought constantly to im- 
prove his methods under great difficulties. He has sought constantly to pro- 
vide management with information of greater reliability at a continuously 
increasing rate. That he has been successful is attested by the increasing 
emphasis which is being placed upon his function. 

The pure mathematician, on the other hand, has closed himself in his 
study, cut off from the practical world, where he has developed theories of 
far-reaching importance, but with little concern for their practical applica 
tion. 

It is inevitable, however, that these parallel developments should begin 
to fuse together at some point in time, if there exist difficult practical prob 
lems on the one hand and applicable theory on the other. That is what we are 
now witnessing. 

The objective of the auditor is the efficient analysis of data. Strangely 
enough, this is also the objective of the mathematical statistician, among 
others. Therefore, it is not strange that we should now see some joining of 


forces to tackle some of the more difficult problems in the auditor’s activities 


Mathematicians and other scientists have recently directed their pene 
trating theories to almost all areas of business operation and have evolved 
concepts of far-reaching importance. These ideas have reached the attention 
of management in most larger companies, and in many smaller companies 
While they hold great promise, and, in fact, have occasionally produced 
astonishing results, these ideas must be tempered with the business know 
how of the accountant and auditor, who are still concerned with fulfilling 


the basic needs of management for accurate records and control information 


We are witnessing an “accelerated evolution” in the science of manage 
ment; it is important that we be aware of its. potential effect on ourselves 
and the significance of our work. We must participate in this evolution if it 


is inevitable, and contribute to it our common sense and business know-how. 


You may be asking yourselves whether or not these developments are 
truly significant to business management, or whether I am talking about 


purely academic matters. Let me give you a couple of case examples with 
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which I have been associated personally. I have deliberately chosen one which 
is of direct interest to you as internal auditors, and one which might be 


classified as a production or operating problem. 


Case No. 1 has to do with an accounting procedure and the related audit- 
ing procedure. This company acquired an electronic computer, which re- 
sulted in a major change in accounting procedures. Auditing of this par 
ticular process in its original state required a total of 400 hours, 200 of 
which were devoted by the internal auditors, and 200 of which were neces- 
sary for the outside auditors. A joint team of both groups of auditors, sup- 
plemented by procedures personnel and computer personnel, took a fresh 
look at the problem, unencumbered by considerations of past practice. They 


considered the use of the computer as a tool in their work as well. 


As a result, to make the story short, the procedure developed, which is 
now operative, requires—not 400 hours—but 8 hours, including 2 hours of 
computer use. It has been established that the new procedure is superior to 
the old procedure. A 98 per cent reduction in time, even in an isolated area 


such as this, is not to be considered insignificant. 


Case No. 2 has only slight direct implications in the accounting and 
auditing areas. I relate it to make more graphic my statement that the mathe 
matician is taking an active interest in business problems of all kinds, that 
management is reciprocating this interest, and that significant problems ar¢ 


being solved. 


Let us call the problem a “product-mix” problem, where we wish to 
determine the best way of producing products to specifications with an 
almost infinite choice of combinations, but with limitations upon such factors 
as available material and plant capacity. We must find the combination which 
will result in the satisfaction of specifications, and at the same time will 


minimize cost of component elements 


This problem was solved by the joint efforts of mathematicians, research 
and operating personnel, computer personnel, and some participation of 


accounting people. 


The results have been spectacular—beyond the wildest dreams of its 
proponents. Indicated annual savings are well over $1,000,000 a year, o1 


10 per cent of gross annual sales. 


You may say that they must have been doing a pretty bad job before 
ut this is not the case. It was being done in a manner which was considered 
satisfactory, not only by the management of this company, but also by every 


other similar company throughout the world. 
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Why wasn't it solved before ? 


First, the mathematical technique—linear programming—was unknown 
ten years ago. Secondly, the tool—the electronic computer—which is neces- 
sary to the process, has been commercially available for only a few years. 
In other words, this problem was completely insoluble ten years ago. 


OPERATIONS RESEARCH 


Random sampling, linear programming, and other techniques are but 
a few tools of a wider discipline—operations research—which we will call 
by its nickname of OR from now on. 


OR is easier described than defined. Unknown and unnamed a few 
years ago, it is currently attracting the most avid interest of the manage 


ment of many companies. OR can be described as follows: 


“OR is concerned with the application of scientific and mathematical 
methods to the optimum solution of business problems.” 


Note that the methods are not described. OR will use anything what 
ever that appears to be useful in solving a problem. Whether the techniques 
are new or old, mathematical or physical, is no concern of the OR worker. 
Note that the problems are not those of auditing, or of production, or of 
marketing, but any problem whatsoever which confronts business manage- 
ment. Note also the word “optimum.” OR attempts to secure the one best 
answer, wherever it can be obtained, and often it can. OR would like to deal 
with a business firm as a dynamic whole, existing within a dynamic economy, 
rather than to deal with specific parts of a business. In this endeavor, it has 


had only limited success, so far. 


OR does not claim to be anything new. Perhaps only its philosophy is 
new—that of bringing to bear on business problems tools from science which 


have been successful in solving scientific problems. 


Is this sort of thing impractical, does it represent the dream of academic 
people who know nothing of business problems? I think this can be answered 
by stating that the second case cited above—the product-mix problem 
which resulted in annual savings of over $1,000,000 is an example of OR. 
These savings are hardly academic. 


OR was born when the British government solicited the aid of scientists 
in an attempt to solve tactical and logistic problems in World War II. The 
results in many situations were literally amazing. Today many of the larger 
corporations of the country have OR groups working on problems of pro- 
duction, marketing, accounting, and others. A recent survey published in 
Vations Business showed that 29 per cent of OR engagements were in pro 
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duction areas, 16 per cent in sales, and—surprisingly—12 per cent in ac 
counting. The others were scattered in a number of smaller categories, 
including finance, purchasing, and transportation 


OR is new. It has many practical drawbacks, and, presently, some inhes 
ent hazards. Nonetheless, important problems are being solved now which 


were considered insoluble heretofore. 


In theory, any problems which can be expressed mathematically can be 
’ y I ] ) 
solved by OR techniques. And it is surprising how many things can be so 


expressed which we would not consider to be quantitative 


Time does not permit the detailed discussion of the types of problems 
now being solved, nor of the techniques being used. We hear a lot about 
optimizing inventory levels, minimizing transportation costs, optimizing 
allocation of sales effort. We hear a lot about linear programming, queueing 
theory, probabilistic models, and so on. I know of almost no industry with 


out some successful application of OR, in one area or another 
What does all of this mean to us? 


It means a number of different things. Let me start by quoting Dr. Rus- 
sell Ackoff’s “Law of Scientific Growth,” in which he explains the almost 
spontaneous formation of the idea of operations research. Dr. Ackoff says 
“Whenever the potential applications of the methods of scientific research 
grow faster than actual applications, a new development under a new name 
will take place to fill the gap.” 


This is an extremely cogent statement. In our early discussion of audit 
ing, we noted the parallel but unconnected development of auditing prac- 
tices and the development of the applicable theories by the mathematician 
Theory has outstripped the application of the theory by a great deal. Per 
haps the area is not wide enough to justify a new name, but Ackoff’s law 
would lead us to believe that the gap between problem and theory is going 


to be filled by a comprehensive development. 


The mathematical and scientific theories which are potentially adaptable 
to business problems have developed with amazing rapidity, yet the actual 
applications have only come along recently. And we see OR filling the gap 
Furthermore, a new breed of specialist, the OR worker, does the job of gap 
filling. Therefore, I suggest we amend Dr. Ackoff's law by adding that quite 


often a new profession will spring up to implement the new development 


In OR mathematical know-how is not enough. Business know-how is 
an indispensable attribute. OR is noted for its “team” approach, wherein 


a team may include mathematicians, physicists, biologists, psychologists, as 
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well as company operating people. Accounting and auditing people should 
also be members of teams such as these in many cases. 


The OR worker frequently is unable to secure data with which to 
work. His needs quite often require accounting information which is not 
available. Occasionally he suggests modifications in accounting structure 
which will give him the information he needs. These needs should be worked 
out by people familiar with the traditional accounting necessities, in order 
that both ends be served. 


On the other hand, the OR mathematician is ideally equipped to aid in 
solving the often intricate mathematical problems of constructing sampling 
plans for the auditor. ; 


In summary, many people have been carried away by the exciting pros- 
pect of solving all of their problems with OR. Many problems have not sub- 
mitted to this treatment, and many never will. There are many unsolved 
problems in physics and even in mathematics. Nonetheless, it is a force which 


we cannot ignore. The results have been too impressive. 


RANDOM SAMPLING 
Sampling is part of statistical analysis. Statistical analysis may be con 
sidered to be one of the tools of OR, which is an important concept in the 


purview of the science of management. 


Random sampling is a technique of great interest to everyone dealing 
with determination of the reliability or characteristics of a mass of similar 
data. What these data are is not important. They may be psychological or 
physical measurements, events in time, accounts receivable, or line-items on 


customer invoices. 


To be specific, let us talk about 10,000 customer invoices, each contain- 
ing one line-item only. We speak of the 10,000 invoices as being the “uni 
verse” or “population” of investigation. We may be interested in a num 
ber of things about these invoices, but, for simplicity, let’s talk about them 
as if they had just one characteristic. Let us say it is the characteristic of 
heing properly extended. We want to determine the degree to which they 


possess this characteristic. 


We can check each of the documents in detail, thereby determining in 
detail exactly to what extent the invoices are accurately extended. Expe 
rience tells us, however, that with this volume of work, some probability still 
remains that our results are not quite accurate, because we are human 


beings subject to some error. 
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We have minimized our personal risk, though, since we are reasonably 
sure of ourselves when we then state that the records contain a given per- 
centage of error. Bear in mind, however, that this has been done at some 
cost—the cost of re-extending 10,000 invoices. 


The other thing which we can do is to sample the “universe,” or select 
some arbitrary group purely on the basis of judgment or preference which 
we hope will be representative, recompute each of them and impute to the 
universe of 10,000 invoices the same relative error we find in the sample. In 
so doing, we create a new situation comprised of two elements : first, a reduc- 
tion in cost of examination which should be proportional to the reduction in 
the size of the sample tested ; second, an element of risk, since we don’t know 
how representative our sample might be. The element of risk may be said 


to multiply in proportion to the unexamined elements in the universe. 


Various levels of error may lead us to different courses of action. But 
let's not be concerned about that at the present. I want to point up forcibly 
exactly where practice and statistical theory part company in the usual case, 
using our “judgment” sample drawn from 10,000 invoices 


We all know that the concept of “audit tests” or samples has been 
brought about because of the growing size and complexity of modern busi- 
ness. The 100 per cent check is rare. 


With the concepts of materiality, and with a good knowledge of the 
adequacy of internal control in the processing of invoices, the auditor per- 


forms a mental process somewhat as follows 


“There are 10,000 invoices to test. Materiality tells me that I must be 
reasonably assured that extensions are correct within a margin which is 
not too narrow, not too broad. I would not be at all assured with a sample 
of fifty, and I would certainly be reasonably sure of the accuracy of the exten 
sions before I checked 5,000. Somewhere within these rough boundaries | 
will feel confident in stating that I know the nature and extent of the 
errors being made, if any.” At this place individual judgment comes into 


play, and a selection is made, of, let us say, 1,000 invoices 


The concept of randomness now becomes evident. Invoices may be 
chosen according to various plans, either by random choice of invoice num 
bers, alphabetical selection, or by selecting from different time periods. 

Time and experience have proven the fact that this is a good method 
in the hands of an experienced auditor. However, certain things which he 
does not know can be supplied from the theory of random sampling. 


1. In his mind, he has selected an adequate sample for his purposes 


From the standpoint of theory, however, he is in an indefensible 
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position, because he does not really know. He must defend himself, 
if called upon, by pointing out that he used his best judgment, which 
has proven to be adequate in the past. 


— 


2. In selecting a sample in any arbitrary manner not backed up by 
theory, several things may occur which increase the auditor’s risk : 

a. Bias may have crept in in spite of his care. 

b. There is no way of knowing that the sample is truly a “ran- 
dom” one in the true sense of the word. 

c. There is a haunting fear that the sample selected is a “rare case,” 
and he has accepted as accurate a set of invoices which are not 
accurate. How often can this happen? We do not know! 

d. He has found an error of 2 per cent. Would every sample reveal 
the same error, or is the true value 5 per cent? 

3. Substantial unnecessary costs may have been incurred by the exam- 
ination of 1,000 invoices where a lesser number would have been 


adequate. 


We see, therefore, a considerable exercise of judgment, but nonetheless, 


a remaining aura of doubt overcasting the entire process. 


Now let’s look at the same problem from the standpoint of the theory of 
random sampling. Here we exercise our judgment first, and in a slightly 
different manner. Assuming that we know something about the nature of the 
invoices, we must decide upon a sampling plan. There are a very large num- 
ber of ways to do sampling, such as simple sampling, multiple sampling, 
stratified sampling, and sequential sampling. We are using a very simple 
plan in our discussion. But it is the obligation of the auditor using statistical 
sampling to exercise judgment in selecting the most appropriate plan in 


any given set of circumstances 


Once having selected the appropriate plan, he must now define, in 
advance, what he will accept and what he will not accept in the way of 
reliability and hence in the way of risk. Risk, incidentally, is unavoidable 
under statistical sampling just as it is with judgment sampling. The principal 
difference is that, with statistical sampling, we know what the risk is. We 
are in a strong position to defend ourselves, backed up with a highly devel 
oped theory and with recognized use of the techniques in many other fields 
Furthermore, we know that if we adhere to the rules of theory, we will apply 


the theory with consistency throughout all of our work. 


So we again consider the materiality of the subject matter, and again 
weigh the adequacy of internal controls. Perhaps someday these considera 


tions will also submit to scientific treatment, but that day has not vet arrived 
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With these factors in mind, we must answer three questions : 
1. What degree of error will I consider as being acceptable? 
2. How closely do I wish to estimate this degree of error? 
3. What risk am I satisfied to assume 

To keep our test simple, let us say that if not more than 2 per cent of 
the invoices were in error, we would consider them as acceptable. We won't 
complicate it with considerations of magnitude of error at the moment. This 
answers question number one. We have assigned a definite number to th 
acceptable degree of error. In mathematics, we must obviously be quite 
specific in these matters. The action we might take on nonacceptance we will 


not permit to enter into the problem at the moment 


Two per cent of 10,000 is, of course, 200. We have not yet determined 
the sample size to be used, but suppose, for the moment, that it 1s going 
to be 500. Then suppose we find 9 erroneous invoices in this sample. Does 
this mean that there are 20 x 9 or 180 erroneous invoices in the entire popu 
lation of 10,000? Not from the statistician’s viewpoint. We introduce an 
unknown factor when we extrapolate the results from a sample to the 
population. Therefore, the statistician says that the true value might lie 
between (let us say) 180 and 220, with a resulting “band” of percentages, 


centering around 2 per cent. 


Knowing this fact, the statistician must specify at the outset the degr 
of error he can tolerate in estimating this over-all error in the entire grou 


of 10,000. Thus we answer question two 


Further back in our discussion, we suggested the fact that under the 


circumstances of judgment sampling we have no idea how often we might 


get a representative sample, and how often we might get a freak which 
would lead us to a wrong conclusion. Statistical theory permits us to know 
this. We can, in fact, specify the degree to which we wish to be assured. In 
fact, we must specify this so-called assurance level. In specifying this as 


surance level, we answer the third question 


How does our problem now stand? We have arrived at a statement of 


the parameters or requirements of the problem somewhat as follows: 


“IT will accept these invoices as accurate if the population error is not 
greater than 2 per cent. I want to be assured that 95 per cent of the 
time, I will be within 10 per cent of the true value of this 2 per cent 


factor 


And thus we have pinned down the nature of the problem as closely as 


we can under existing statistical theory 
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Thus we have stated the problem concisely. We are enabled to determine 
our own acceptable risk, and, in the light of theory, to defend this risk. 


Once having performed this part of the problem, we can determine 
exactly what sample size will give us what we want. Formulas exist which 
will do this under many circumstances, and many published tables do this 


as well. 


Statistical theory carries on throughout the rest of the problem. With 
judgment samples, we choose from many so-called random methods of select- 
ing our sample. In sampling theory, this is not left to judgment. Random 
sampling is done in a way which assures the randomness of the documents 
selected. I don’t believe we Should go into that too deeply here, but I will 
mention that one of the most useful tools in anyone’s library is a table of ran- 
dom numbers for use in such situations. Their use in statistical sampling 
parallels the use of the hammer in the carpenter’s trade. 


Many volumes have been published on the subject of sampling, and the 
theory in its entirety is extensive and involved. This elementary discussion 
barely brushes the surface. When properly applied in the appropriate places, 


it is a powerful regimen. 
Let us stop for a couple of case examples: 


In one example, statistical analysis was applied to the problem of aging 
accounts receivable. The use of statistical methods reduced the sample size 
from 15,000 accounts to 1,700. 


+ 


In a second example, a large manufacturer applied these techniques to 
the taking of annual physical inventories. The inventory was completed 
within one day, whereas before it had required one week, during which a 
shutdown was necessary. The auditor’s work was limited to the evaluation 


of the sampling methods and to the observation of sampling procedures 


\s an example of undefined risks not voluntarily assumed, a third case 
is rather startling. A proposed procedure for selecting branch operations for 
detailed auditing was examined for soundness, using statistical theories, 
particularly from the standpoint of detecting calculated fraud. It was estab 
lished that the probability of detecting such fraud was exactly zero. Need 
less to say, the procedure was quickly modified. 


Up to this point I have limited my comments principally to the field of 
auditing. The techniques of statistical analysis lend themselves readily to 
many other areas of business as well. A few case examples which might 
be categorized as general accounting applications will illustrate their use 


fulness and importance. 
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Perhaps one of the most revealing is that dealing with the estimation 


of interline charges by a railroad. For a given time period, a 100 per cent 
check indicated revenue due the railroad of about $65,000. Results of a 
carefully designed stratified sampling procedure gave an answer different 
by $83. The cost of a 100 per cent study was $5,000 and the cost of the 
sampling procedure was $1,000. In other words, something like $4,000 was 
being expended to capture the $83. The reliability of the sample was per 


fectly acceptable. 


\nother railroad using a similar technique in the same area has discov 
ered that monthly statements which were delayed about three months due to 
the delay in closing the revenue account are now available in from five t 


ten days 


\ large mail-order house, using statistical methods for error control in 
a4 5S 
order filling, reduced the error rate from 3 per cent to 1.65 per cent in two 


weeks, and subsequently to 0.7 per cent 


Chis discussion of statistics in auditing and accounting can be summed 


up in a few brief statements: 
1. There are no inlierent obstacles to the application of statistical 
techniques in auditing and accounting 

?. These techniques are useful and powerful. In those cases where they 

have been intelligently applied, the results have been beneficial 

3. Audit testing need not be based on intangible factors of experience, 
judgment, and intuition to the de 


based on objective factors, with a known risk balanced against an 


gree now present. Rather it can be 


acceptable cost. 

\nd another comment, which is a conviction of my own 

+. In this age of science in the laboratory, in marketing and in produ 
tion, it is inevitable that more scientific (i.¢e., mathematical, in this 
case) methods should enter the functions of data-analysis. We can 
not afford to be left behind 


THE COMPUTER 
I cannot avoid some mention of the electronic computer. But where does 
it fit into the subject of discussion? It is a data-processing tool, and not a 


technique. Several points, however, deserve attention. 


First, where management has decided to acquire a computer, it is usually 
as a device for reducing costs. One possibility in this connection may have 
been overlooked. In at least one case that I know of, a comparison of the 
use of a computer was made directly with the use of sampling techniques it 
mutually applicable areas. Sampling techniques turned out to be the more 


efficient and less costly of the two. 
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Second, where a computer is available, it can be readily programmed to 
perform the work of sampling to a large degree, generating random num- 
bers and selecting transactions for the sample. 


Third, a point not related to this discussion, but which I cannot pass 
by, problems may be created bearing on auditing electronically kept records 
This subject is a large one, and separate and apart from the subject of this 
discussion. The implication that an auditor be a member of a computer 


planning team is, however, obvious. 


SUMMARY 
Operations research, random sampling, and the electronic computer all 


evidence the “accelerated evolution” in the science of business management 


The principal impetus for the development of these fields has come from 
business management and from the mathematician. Yet ultimately the audi- 
tor and the accountant will be called upon to judge the adequacy of many 
of the methods. I am in no position to suggest a course of action which would 
lead to a more active guidance of this evolutionary movement by the auditor. 
[ can only point to the occurrence, the trend, the inevitable expansion of 
mathematical and other scientific techniques into the areas we have tradi 


tionally considered to be those of the accountant and auditor. 


We cannot afford not to be aware of the forces at work in these areas 
today. We have too much to contribute, too much practical understanding 
of business problems, not to participate actively in the exciting future around 


us 



























THE ROUND TABLE 


Edited by DONALD T. BARBER 





Congratulations Triple Cities Chapter on winning the Round Table award 


Saving $10,000 on Freight Allowed.” The criteria for 


for your article on 
selection are practical value and originality. Your article is outstanding in 


these respects. 


Other chapters will be encouraged by your good work to submit articles 
to the Round Table. The articles should tell of those experiences that the 
internal auditor encounters in his day-to-day experiences that result in sig- 
nificant savings, increased efficiencies or the rendering of some special serv 


ice tO Management. 


The names of contributors will be published only with permission 


Send contributions to: 


The Round Table 

The Institute of Internal Auditors 
120 Wall Street 

New York 5, N. Y 


INSPECTION OF CONTRACT PAVING WORK 
The nature of our business requires a considerable amount of excavatio1 
work in paved streets. Some of the municipalities in which work is done 
make the pavement repairs and bill our company for the work, while in the 
other municipalities we are required to see that satisfactory repairs are made 
Whenever our company is required to arrange for the repairs, the work is 
contracted for at a unit price based on competitive bids 


Through a chance observation, a company foreman in the field noted 
a contractor’s crew making a pavement repair in an unsatisfactory manner 
\s a result, a representative sample of the pavement repair work performed 
by this contractor was inspected by a member of the operating department, 
by a representative of the contractor and by the internal auditor. The sampl 
showed that about 15% of the amount charged by the contractor represented 


work that was either not performed or performed unsatisfactoril\ 


The results of this investigation were 
a. Recovery from the contractor of $39,000 for the unsatisfactory work 


and the cost of the investigation 
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b. An indemnification agreement by the contractor against any liabili- 
ties arising from the contractor’s past performance in failure to per- 
form. 

c. Cancellation of the contract. 

d. Institution of a procedure for inspection of contract paving work by 
the operating departments. 

e. A program of regular reviews of the inspection procedures by an 
internal auditor. 


Los Angeles Chapter 


FLOATING REQUISITIONS 
Every company, large and small, has repetitive requirements for material 
and supplies. Reduction of inventory investment should dictate a policy of 
limiting all purchases to a minimum economical quantity. This is particularly 
true of manufacturing concerns with large investments in production ma- 
terial and parts. It applies also to all companies for stationery, office supplies 


and maintenance materials. 


Preparation of purchase requisitions for repetitive requirements permits 
either of two conditions : 

1. Procurement based on habit without researching additional sources 

of supply often at a higher unit cost. 

2. Procurement of small uneconomic quantities or quantities in excess 

of immediate requirements. 

\ floating requisition is a permanent record of sources of supply, pre 
vious bids by vendors, previous purchases, showing the date, quantity and 
unit price. It also shows other data required to improve future purchases. 
It is initiated by the purchasing department but returned to ordering person- 
nel for up-dating information. When stock balances reach a predetermined 
minimum, the ordering personnel approve quantities to be ordered on the 
floating requisition and forward it to the purchasing department for action. 
Both the ordering and purchasing personnel can by this means improve pro- 
curement practices. The improvements will be based on the history contained 
on the floating requisition. 

As internal auditors, we are interested in reduction in paper work, 
especially if there is a corresponding improvement of control. Is there not a 
place in our companies for the floating requisitions ? 


Los Angeles Chapter 
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OVERPAYMENT FOR DRAYAGE SERVICE 
We have just completed an evaluation of hourly rates charged us by a local 
lrayage service. Included therein was one hour “dead-head” time for travel 
each way between pickup and delivery points. This factor simply meant that 


regardless of the distance involved we paid for a standard time 


One of our staff men made actual trips between all involved locations 
noting elapsed time. We found that a more realistic dead-head time was just 
50% of what we were being charged, or one-half hour each way. This finding 
was called to the attention of our Traffic Department, and subsequent nego 


tiations with this drayage service firm reduced the dead-head time 
\nnual reduction in costs 1s estimated to be $10,000 


St. Louis Chapte 


TRAINING THE AUDIT STAFF 
In order to keep our staff abreast of the considerations gradually leading to 
the present concepts of internal auditing, we have instituted a training pro 
gram utilizing the book “Case Problems in Internal Auditing and Con 
trol,” compiled by Tue INstiTUTE oF INTERNAL AvupiITors and published 
by Prentice-Hall, Inc. 


Briefly our program is as follows: 


1. Two or three problems are selected each month from the book for 
I 


review. 


~ 


2. These are given to each member of the staff for study 

3. All staff personnel are requested to study the assigned problems and 
prepare written answers as to their interpretation of the best solution 
of the case being reviewed 

+. A specified time is set aside from each month’s schedule for a group 
discussion of the cases. These discussions are generally led by a 
senior auditor who has previously developed questions that will en 
courage a lively, thought-provoking discussion of the topic under 
review. 

5. At the conclusion of the discussion of each problem, the approved 
solutions are given to the group. These also are discussed 
The chief auditor reviews the written solutions of each member. This 

gives him further knowledge of each man’s capabilities, and points out areas 


where further study and training may be necessar\ 
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The principal purpose of this program is to confront each’ staff member 
with situations which he can apply in actual practice, and thus serve to 
stimulate analysis, appraisal, and constructive thought along the lines of 
practical business operation. 

G. A. Malone 
Triple Cities Chapter 


EXAMINATION .OF SALES AND USE TAXES 
One of the most interesting and fruitful areas for examination in an audit 
of the purchasing function or the disbursements function is that of state 
and local sales and use taxes. A number of states have a variety of exceptions 
in their laws which enable the taxpayer to recover taxes, avoid payment on 
exempt transactions, or avoid double taxation on the same transaction. Our 
review is conducted by test and analysis of the liability account and by re 
viewing the purchase files. Our liability account includes tax items on pur 
chases and sales which require considerable time and effort to review ; there 
fore we find that the purchasing and disbursing files provide a more prac 
tical approach. Our auditors are provided with a good working knowledge 
of tax applications involving sales and use taxes. They then proceed in the 
following manner : 
1. Review procedure for informing employees and vendors of tax 
requirements. 

2. Review procedure for tax processing on vendors’ invoices 

3. [Examine areas where tax accruals and adjustments may be recorded 

+. ‘Test and review enough transactions in their entirety to satisfy audit 
requirements for correct payment or recording of tax liability. 

lhe auditor must exercise enough ingenuity and curiosity to question or 
follow-up on those transactions with which he is not familiar. He may find 
it necessary to review tax transactions in inventories and transfers of ma 
terials, supplies and equipment to supplement his examination of purchases. 
To ensure coordination and follow-up for correction of procedures the audi 
tor cooperates with his company’s excise tax authority and discusses all 
recommendations and corrections. Using this basic approach much has been 
accomplished in educating employees in excise tax practices, in testing the 
effectiveness of controls, and obtaining tax savings for our company. We 


also ensure that we conform with the observance of tax laws and regulations 


Los Angeles Chapter 
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INCREASING VENDING MACHINE COMMISSION 
INCOME 

Several hundred vending machines are scattered throughout our company 

plants, which house 25,000 employees. Commissions on sales from thes« 

machines are negotiated with individual vending companies and amount to 


about $75,000 income per year. 


\ recent audit of this operation revealed some major discrepancies, and 
the following corrective action was taken 


1. Commissions were not being paid on each machine. Controls wert 


set up both within and without the company to assure that commis 
sion income was all-inclusive. 


2. For the most part, commissions should be paid on an increasing 
scale as over-all machine sales rise. We noted that payments had 
been made for candy sales at a per cent less than was indicated b 
the increased volume. Upon inquiry of the vendor he stated that 
original contract was negotiated based on 5c candy bars, while now 
they are larger and sell for 10c. This argument did not stand and we 
recovered back commissions. A new, clarified contract was also 
negotiated. 

3. Two vendors were being paid different commission rates for the 

same type of sales. This factor was called to attention of appropriate 

personnel. The one paying the lower rate raised his to conform with 
competition. Recoveries and other savings amounted to several thou 
sand dollars. 


St. Louis ¢ hapter 


REDUCING THE PROBLEM OF COLLUSION 


While the auditor cannot develop controls to preclude loss to his company 
through collusion of employees, he can make suggestions which will for 
stall loss through “simple collusion” or collusion between only two persons 


It is in these areas that an auditor might well develop some constructive 


ideas. 

\s an example, in one fairly large plant, one clerk performed the follow 
ing duties 

1. Verified inbound freight bills for clerical accuracy 


2. Checked freight bills to receiving documents to establish receipt of 


sery iC e€ 
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3. Matched freight bills to purchase orders to determine that freight 


was for consignee’s account. 


Under this procedure, by collusion with a dishonest employee of a truck- 
ing concern, fictitious inbound freight invoices could be paid. By following 
auditor’s suggestion that the verification activities regarding receipt of serv- 
ice be transferred to a second clerk, the threat of loss was lessened. Collusion 
in passing fraudulent bills with this diversion of duties would have to exist 


between both the employees and the outside party. 


Chicago Chapter 


AUTOMATIC PAYROLL BANK RECONCILIATION 


Our payroll is issued on checks of three different colors. One color is used 
for the first month, a second color for the second month, and a third color 
for the third month. On the fourth month we start again with the first color 


The bank maintains a separate account for each color. 


Payroll checks are printed with the instructions “Void if not cashed 
within 30 days.” However, the bank is instructed to honor all checks if pre 
sented for payment within 60 days. If all checks are cashed on time, the 
bank account will show a zero balance prior to its reuse, and the account 


will be automatically reconciled. 


If at the end of three months there is not a zero balance in the account, 
the pay checks for the month are sorted by pay date. A count of the checks 
in each payroll is compared with the total of checks issued to find out which 
week’s pay checks are incomplete. It is then a simple matter to sort the 
checks by number to determine which check or checks are outstanding 

The bank is notified to stop payment on the outstanding checks ; the out 
standing balance is transferred to the company’s general fund. The em 


ployees who have not cashed their checks are asked why and checks are thet 


drawn on our general fund to complete the payments 
Robert D. Whisler 
S. C. Johnson & Son, Inc. 


Milwaukee Chapter 














STUDENT’S DEPARTMENT 


Edited by C A WINDT 





Articles in these pages are compiled because of their special help 


and interest to students. 





Webster defines “scope” in the following terms: “room for free outlook, 
aim, or action ; range of view, interest, or mental activity.” This definition is 
in sharp contrast to the commonplace meaning often attributed to “scope” 
when it is used as a report heading to identify a rather formal, stereotyped 
description of audit coverage. A narrow, restrictive interpretation of “scope” 
does not recognize its full import and does both Webster and the auditor a 


disservice. 


Under the modern concept of internal auditing, propounded in the 
revised Statement of Responsibilities issued by Tue Institute in 1957, 
the internal auditor must reappraise his audit objectives. He should rais 
his sights—broaden his horizon, so to speak—and make his “scope” really 
mean “room for free outlook, aim, or action” if he is to properly fulfill his 


obligations to management. 


Internal auditing has been generally recognized as the independent 
appraisal activity of a business enterprise. In discharging this responsibility, 
the auditor can bring to bear an objective viewpoint in evaluating managerial 
controls affecting staff or operating areas having only quasi-financial impli- 

2 


cations. By extending his examination to these areas, the internal auditor 


gives real meaning to the descriptive heading “scope” in defining the peri 


meter of his audit coverage. 
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A TOOL FOR MANAGEMENT AUDITS 


COURTESY OF DWIGHT H. DAVIS 
Audit Supervisor, A. O. Smith Corporation 


Internal auditors are always in need of the proper tools for use in increas 
ing their scope and in attaining maximum service te management. 

The following is the first of a series of two articles consisting of material 
extracted from the Audit Guide of the A. O. Smith Corporation. This initial 
article is presented in a “check list” form which provides a broad basis for 
use in the appraisal of almost any type of departmental activity. The second 
article will deal with the specific application of a feature type audit pro- 
gram in an area of current general interest and will be presented in the next 


issue. 


HE revised Statement of Responsibilities as adopted in 1957 by Tu 

INSTITUTE OF INTERNAL AUDITORS gives emphasis to the widening hori- 
zons and responsibilities of the internal auditor and the transition to manage 
ment auditing. While the management audit is characterized to a greater de- 
gree by the auditor's point of view than by his techniques, it is equally true 
that audit techniques geared to the protective aspect of audit responsibility 
cannot adequately serve the constructive and broadened coverage rightfully 
expected by management from the internal auditor of today. 

The following outline represents a suggested approach to a manage 
ment audit. The outline, which is presented in four sections (Organization, 
Personnel, Facilities, and Systems and Procedures), is aimed at providing 
instructions for use by staff auditors in the audit of any department. Two 
assumptions are basic in the use of this outline: 

1. Planning and preparation for each specific audit must include both 

the auditor’s gaining understanding of the particular function through 
study of pertinent reference material, and specific audit programming, 


if appropriate. 


2. The basic audit responsibility is to identify weaknesses and prob 
lems, not necessarily to solve them. The auditor must recognize mat 
ters developed by his work which dictate requesting the services of 
other staff specialists (e.g., industrial engineers, systems and proc¢ 
dures specialists ). 

1. ORGANIZATION 


\. Mission 
1. The first step in reviewing any department should be the determina 


tion of the department’s mission—that is, the responsibilities of the 
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department. This determination can be best made through conversa 
tions with the department head and, perhaps, with his immediat 
superior, and through inspection of policy and procedure manuals 
if such exist. 

All further review of the department should be made in considera 
tion of “contribution to accurate, efficient (simple), economical per 
formance of departmental mission,” with our review resulting 1 


conclusions as to mission accomplishment 


B. Organization Chart 
£ 


Obtain or prepare a departmental organization chart* and review it witl 


the following points in mind: 


1 
Ls. 


Note 


Have clear lines of authority (chain of command) been established 


(Does everyone know to whom he reports and who reports to him? 


\re the number of levels of authority at a minimum, providing the 
most direct communication channel attainable and avoiding unneces 
sary complication of the organization structure ¢ 

\re the number of positions or employees that are being coordinated 
and supervised by a single executive or supervisor reasonable 

\re like activities grouped and assigned so as to minimize tl 


ents an individual must have in order to efficiently carry out his job: 


Where one person has more than one duty, are the duties related 


Does the organization provide a fair distribution of the department 
workload ? 


Does the departmental organization appear to be that best suited t 
the performance of the departmental mission ? 


An organization chart, of itself, does not insure that the department 


actually operates accordingly. Thus, while the above review with accom 


panying conclusions can be made using the chart, conclusions based on 


chart review should be tested by our observations and inquiries in 


performing other phases of the departmental review 


C. Responsibility and Authority 


l. 


? 


Have definite and clean-cut responsibilities been assigned to eacl 
employee? How? (e.g. job description, procedure manuals 

Is the responsibility and authority of each supervisor clearly defin 
in writing? (Is responsibility coupled with corresponding author 
ity ?) 


* This chart should present a summary of all employees in the department, and include 


a brief description of the 


‘ 


responsibilities, duties, or position of each employes 














The Internal Auditor 


3. Is the supervisor delegating authority held zesponsible for the per 
formance of his subordinate ? 

4. Are decisions made on as low a level as possible? (Are executives 
making decisions that can be satisfactorily and/or better handled 
nearer the scene? Are decisions made and carried out as rapidly and 
efficiently as possible?) 

Note: While the points made in paragraphs 3 and 4 above are rather in 
the realm of the nebulous (no guide can spell out an audit procedure 
guaranteed to develop positive conclusions), these points do represent 
organizational principles of which the auditor should be aware in assess 
ing the departmental organization 

D. Planning 
Is there evidence within the department of anticipating changing condi 

tions which will effect departmental operations and of a continuing search 

for a “better way”? 

I. Interdepartmental Relations 
Does the department head feel that he receives adequate cooperation from 

other departments? Are joint departmental efforts adequately coordinated ? 


Il. PERSONNEL 


A. Through our review of departmental organization we will have devel 
oped certain information concerning the department’s personnel, namely 
1. The number of personnel, their respective positions within the cd 
partment, and in brief an understanding of each individual's respor 
bilities ; and 
2. The presence or absence of formal job descriptions and/or procedur« 
manuals. 
Based on this information, what are our conclusions concerning the 


organization of personnel within the department ? 
B. Individual Performance 


1. What means/methods has the department head of measuring indi 
vidual proficiency /efficiency in job performance? (Has measurement 
of service employees’ productivity—actual versus standard or job 


estimates—been considered ? ) 


DWIGHT H. DAVIS is Audit Supervisor of A. O. Smith Corporation. Prior t 
joining that company he was employed by Price Waterhouse & Co. and served wit! 
the Okinawa Branch Office, Army Audit Agency, Armed Forces Far East. Mr. Davis 
is a graduate of the University of Nebraska and holds CPA certificates in Illinois and 
Wisconsin. 

Mr. Davis is a member of The American Institute of Certified Public Accountants 
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and of Tue INSTITUTE OF INTERNAI 
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Are periodic evaluations of performance made by immediate super 

visors, and discussed with the employee? (If so, have these resulted 

in improved productivity and morale ? ) 

3. To what extent are individuals working below or beyond their capaci 
ties? Can this be corrected? How? 

4. On what basis are employee promotions and merit rate increases 
recommended ? 

lraining Program 

1. What training has been given or made available to employees? (Are 

employees desiring to “better” themselves given ample opportunity 

to do so?) Has training resulted in improved performance? What 


possibilities for employee training have been overlooked ? 


2. To what extent are employees trained in jobs other than their own? 
(Has maximum flexibility of personnel to meet changing workload 
peaks and to provide for departmental operation with minimum pet 
sonnel been obtained ? ) 

3. Are replacements being trained for all supervisory positions? How? 


+. Is the active participation by supervisory personnel in professional 
and/or trade associations encouraged? How? Are pertinent publi 
cations and textbooks made available to employees ? 


LD). Employee Morale 
1. What are trends in turnover, tardiness and absenteeism within the 
department ? What is indicated by these trends in terms of employee 
morale ? 

2. Did we find any indications of tension or dissatisfaction within the 
department? If so, were any clues as to causes noted? Remedies? 

3. Is there an esprit de corps within the department? If not, has the 


department head considered how teamwork can be developed ? 
i. Number of Employees 
What recent changes have occurred in the number of employees and in 
the workload of the department? Is the relationship of workload to numbe1 


of employees reasonable ? Have changes in number of employees and work 
load correlated ? 
F. Personnel Department Services 

What are the department head’s feelings about the adequacy of policies 
and services of the Personnel Department in the hiring and training of 


employees? In fixing wage rates/ranges? In maintaining employee moral 
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il. FACILITIES 

\. Space 
Is the space allotted to the department adequate in terms of 
1. Square feet per employee? (Are quarters cramped? Is all space 
used ? Can available space be better utilized ? ) 

2. Location? (Is the location the best available for performance ot the 
departmental mission? Are related departments nearby ? ) 

3. Utilities and services? (Consider light, heat, ventilation, noise, 
restrooms, drinking fountains. ) 


3. Layout 


Is the arrangement of the department such as to 
1. Contribute to an orderly flow of work? (Can rearrangement shorten 
distances? Improve working conditions? Better utilize space, per 
sonnel and/or equipment? Is heavy in and out traffic located on 
fringes of the department? Are like activities grouped together ? ) 
2. Facilitate supervision? 
C. Machinery and Equipment 
1. Are machinery and equipment now in use: 
(a) Effectively utilized? 
(b) Justified by work volume? 
(c) Best suited to the operation ? 
2. Would additional or changed uses of machines and/or equipment 
contribute to improved operations ? 
D. Housekeeping 
Is departmental housekeeping such as to encourage maximum efficiency 
through providing uncluttered work space and pleasant surroundings ? 
i. Security 
Is departmental property adequately safeguarded from fire and theft? 
(Consider overnight storage of departmental records. Should additional 


facilities be provided to insure adequate security ?) 
V. SYSTEMS AND PROCEDURES 


\. Responsibility 


1. Who develops systems and procedures? Centralized or scattered 


resp msibility ? 
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2. Are there regular procedures meetings, committees, et: 


3. Do departments affected contribute to procedures development even 
if procedures man has central responsibility ? 
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+. Are procedures written up formally? Revised periodically? Is there 
a lag in the manual between time procedure goes into effect and time 
of formal change of manual ? 
4. Systems Analysis 


1. The first step in the review of a department's systems and procedures 
lies in identifying the major operating systems of the department 
what are these systems?’ Then, analyze one system at a time as t 
the component procedures. In analyzing a system, make full use of 
any charts or instructions which may be available, but ascertain that 


1 


the actual routine conforms to the published charts or instructions 


2. After an understanding of the existing systems has been obtained 


a. Review the systems in general for 


(1) Efficiency. Does the system include manual operations in 
volume which would justify a machine (power tool) appli 
cation? Are there better alternatives for present manual 
and/or machine operations? Are there avoidable delays 
(bottlenecks) in the present procedure? Does the system 
include any duplications of effort or steps which could bi 


effectively eliminated or consolidated ? 


2 lccuracy. Are controls incorporated in the procedure to the 
extent that the desired degree of accuracy is assured ? 

(3) Flexibility. Is the system readily adaptable to changes 1 
volume or changes in the objective which the system serves ? 
(Does the system provide for the handling of exceptions b 
specialist, without disruption of the normal routin 

+) Economy. Is the cost of the system justified in the light of 


the objective achieved? Do less costly alternatives exist 
\re controls excessive in view of cost of control versu 


results obtained ? 


b. Further systems analysis may take various avenues, such as thos 


listed below : 


1) An over-all analysis of departinental activities. To accor 
plish this (usually done on a weekly basis), it is necessary t 
obtain a breakdown of each employee's total hours by 
task performed ; then, by summarizing this data by major 
activity and by employee the relative “hours application” 
departmental effort can be determined, and the following 
questions can be posed 
(a) What activities take the most time? Should th 


there misdirected effort 







































The Internal Auditor 


(b) Are individual employees doing too many unrelated 
tasks? Are skills used properly ? 

(c) Is work evenly distributed? Are tasks spread too 
thinly ? 

(2) Detailed flow charts. Through a detailed chart presenting 
each step in the system, an examination of each step can 
be made with determination of “Why—What—Where 
When—Who—How” for each step. Such a review should 
lead to work elimination, combination and/or simplication. 


(3) Work count. Counts of workload volume may be necessary to 
develop realistic appraisals of work scheduling, coordination 
of effort, allocation of work, bottlenecks, and personnel 
needs. Counts may be derived from existing reports (pro 
duction) or serially numbered forms (invoices, checks), or 
may be obtained through actual count or tally, measure, 


weight, etc. 


(4) Motion economy. Observation and analysis of work pet 
formance may lead to suggestions for improvements in this 
area. Consider the following questions: Is work within easy 
reach? Do workers use the simplest motion, both hands, 
circular and rhythmic motion, alternate positions? Are tools 
and equipment designed for a combination of use and for 
comfort, and arranged according to frequency of use? Can 
the operation utilize the force of gravity? Investigations of 
this type may lead to increased efficiency through eliminat 


ing useless motions and reducing physical effort. 
C. Work Scheduling 


l. Is work within the department maintained on a current basis, or 
do work backlogs of consequency exist? If backlogs are present, 
what steps have been taken to reduce/eliminate them? (If overtime 
is frequent, are more employees needed (eliminating overtime pre 


mium ) 7?) 


2. Is the departmental workload adequately controlled from the stand- 
points of 1) the supervisor’s knowing status of work, and 2) the 
distribution of work in an equitable (as between employees) and 
even flowing manner. 

3. What controls of idle man or machine time have been established ? 


(Are idle time and machine utilization data known?) 


Is formal work scheduling needed ? 








D. 
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Reports 

1. What is indicated by a review of reports received, processed and/or 
yrepared by the department? Has the necessity for each report been 
pre} } I } I 
recently reviewed ? 


2. Are reports which are initiated by the department prepared in the 


most efficient manner? Consider possibility of consolidating reports 
which may contain in part duplicate information. 

Records 

1. Review records maintained from the standpoints of necessity and 


efficiency. 


2. Do better alternatives exist to present methods of record mainte 
nance ? 
Files 
re hile “3 ained i . anner ¢ sistent \ } 7 & reference ? 
1. Are files maintained in a manner consistent with ease of reference 
) 


2. Are unnecessary files maintained ? 
3. Are files cleared in accordance with a formal records retention pri 
gram ? 


Forms 


What is indicated by a review of the forms used in the department's 


operations and reporting? Are forms those best suited to the purpose? Can 


forms elimination or consolidation be accomplished through revisiot 
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THE STATUS OF THE INTERNAL 
AUDIT DEPARTMENT WITHIN THE 
COMPANY ORGANIZATION” 


By CARL H. JOHNSON 


Chrysler Corporation 


Starting with a definition of the internal auditing function, the following 
article points up the importance of organizational position in the discharge 
of responsibilities ascribed to the internal auditor. The need for the support 
of top management authority is emphasized in the implementation of an 
effective internal auditing program. 


INTRODUCTION 
PRACTICABLE approach in determining the status of internal audit 
ing within a company organization is to define and examine the internal 
auditing function. My definition of this function, based on the Accountants’ 
Handbook,’ is: 


Internal auditing is the independent appraisal activity within an 
organization for the review of the accounting, financial and other opera- 
tions as a basis for protective and constructive services to management 
It is a type of managerial control which functions by measuring and 
evaluating the effectiveness of other types of control. It deals primarily 
with accounting and financial matters and should also deal with all mat 


ters of an operating nature, if the auditor is qualified to do so. 


Using this definition as a guide, internal auditing can be broken down 
into the following responsibilities : 
1. Ascertain the reliability of the accounting and other data developed 
within the business. 
2. Ascertain the extent to which company assets are accounted for 
and safeguarded from losses of all kinds. 
3. Appraise performances under established plans, policies and proce 


dures. 


*Winner of the first place award in the 1958 essay competition conducted among 
senior Accounting students at Wayne State University, sponsored by The Detroit 
Chapter, Institute of Internal Auditors 

1 Wixon, Rufus (ed.), Accountants’ Handbook (4th Ed., New York: The Ronald 


Press Company, 1956), Sec. 4, p. 20 
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4. Ascertain the extent of compliance with management plans, policies 
and procedures. 

5. Review and appraise the soundness, adequacy and application of 
financial and all other controls. 


With these duties in mind, the next step is to place internal auditing in 
a position within the organization where it will be able to function effe: 
tively and efficiently. 


ADVISORY FUNCTION 


The internal audit department must be an advisory (staff) function 
rather than an operating one. Acting in the capacity of an advisor does 
not give the auditor the authority to direct others. This point is very im 
portant inasmuch as the auditor will be in contact with people throughout 
the organization when he is evaluating and recommending changes in plans 
and procedures. To give the internal audit department the authority to 
make changes would take away the powers of local authorities, as well as 


usurp the policy-making powers of top operating management 


\bsolute freedom (swithin the limits stated hereafter) to appraise and 
criticize is very important to the internal auditing department. One of the 
main functions of the auditor is to appraise plans, policies and procedures 
for compliance and performance. To accomplish his job the auditor must 
be free to conduct his investigations wherever he feels that improvement is 
possible or that auditing is required. Although the auditor has the freedom 
to review the various plans, policies and procedures, it does not relieve oper 
ating management of the primary responsibility for these matters. Although 
one function is to appraise policy, rarely does he appraise major policies 
To do this he must be given direction for such special assignment work by 


t yp management. 


The necessity for his maintaining objectivity is another major reason 
why the auditor should be segregated from operational functions. The auditor 
should not engage in activities which he or his immediate associates may be 
required to evaluate at a later date. If placed in this position, the audito1 
usually cannot exercise an objective judgement because it could result in 
self-criticism or criticism of his immediate associates. 


REPORTING AUTHORITY 


In theory, the internal audit department should be responsible to a 
high ranking nonaccounting officer. However, in practice this rarely is the 
case. The officer to whom the auditor reports is usually the chief financial 
officer, who is fully conversant with the accounting and financial problems 


of the company. In fact, a large portion of the auditor’s work will probably 
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be in this area. Depending on the organization of the company, officers fill 
ing this position (in practice) are the treasurer, controller, or vice-president 
in charge of finance. 


If it is possible, the officer to whom the auditor reports should be a mem 
ber of the board of directors. This is a desirable situation because it estab- 
lishes a direct line of communication between the internal auditors and the 
hoard of directors. Direct communication of this sort would place the major 
findings of the internal auditor right at the fingertips of the company dire 
tors, as well as the officers. 


Why is there a need for placing the internal auditor under the control 
of such a high ranking officer? First of all, the audit department should be 
under the control of someone with sufficient authoritative status to assure it 
of an effective scope of operations within the company. Inasmuch as the audi 
tor will be working at all levels of authority in the organization, he will need 
to be under a person who has the organizational stature to enable him to 
enter all these various levels to conduct his investigation. 


Secondly, the auditor should report to an officer who has at least th 
same status in the organization as the person who will authorize the action, 
if any, to be taken on the auditor’s recommendations. The auditor's top 
superior must report to someone having sufficient authority to instigate 
action, if he so desires, at all management levels. If this were not the case, 
there would be a great possibility that the auditor’s recommendations, as 
approved by his top authority, would not be adequately considered or acted 
upon (favorably or unfavorably) by the area involved in the audit. 


CONCLUSION 

The internal audit department can contribute its best service to manage- 
ment only if its actions are supported by top organizational authority—with 
representation on the board of directors, if possible. The internal auditing 
function covers much more than an audit of the financial records. In part, 
it acts as an internal management consultant service, in that it is constantly 
appraising the performance of all operations. From such appraisals it ascer 
tains the extent of compliance with company plans, policies and procedures 
and makes recommendations, within limits of its competency, which result 


in better labor relations, greater operating efficiencies, and higher profits. 


CARL H. JOHNSON ts currently employed in the financial planning department 
it Chrysler Corporation in Detroit. He graduated from Wayne State University with 


a B.S. in accounting in January 1956 
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AUDITING CASE STUDY 


The following case study is taken from a series prepared by the Inter 
nal Auditing Committee of the American Gas Association and Edison Elec- 
trical Institute. 


In this case study the auditor illustrates the constructive aspects of inte 
nal auditing by questioning the merit of an established procedure. The alte 
nate method recommended by the auditor resulted in increased revenue to 


the company 


Although the case has specified application to a utility company, thi 
suggested method for computing finance charge refunds on prepaid con 
tracts could be used by alinost any type of business handling time payment 


sales. 


SUBJECT OMPUTING FINANCE CHARGES ON PREPAID CONTRACTS 

A” part of our audit of merchandise accounts receivable we verified com 
putations of finance charges canceled on prepayment of merchandis« 

contracts. Although the audit indicated the cancellations were in accordance 


with the procedure for computing the amount to be canceled, the auditor 
questioned the method outlined in the procedure 


Our method of determining finance charge to be added to a contract 


is as follows: 


Original unpaid balance & .005 % number of months in contract 


period. 


However, when it comes to canceling finance charge for early payment, 
the finance charges were being canceled on a prorated basis. Under sucl 
provision, if the contract was paid out half way through the contract period, 
half of the finance charge was canceled. A study of the method being used 


indicated 


1. On those contracts paid out prior to normal termination date the 
effective finance charge rate fell below the level established for full 
term contracts. 

2. There was a multiplicity of effective finance charge rates on the same 
contract depending on when the final payment was made 

3. The method of cancellation was not in accordance with the procedure 
used by lending institutions and many merchandising houses in the 
city. 






The method followed indicated a possible loss of revenue each year 
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The following schedule is presented to illustrate the undesirable results 
obtained under the method in use at that time. 


Example: 12-month contract with original unpaid balance of $120 to be paid in 12 
equal installments 
Finance Charge 12 « 005 X 120 $7.20 
The contract is equivalent to borrowing 
$120.00 for one month 
110.00 “1 
100.00 
90.00 
80.00 
70.00 
60.00 
50.00 
~ 40.00 
30.00 
20.00 “ 
10.00 
$780.00 
The effective annual finance charge rate is 


$ 7.20 * 12 or 11.076% 


780.00 
Number of Equivalent One Finance Effective Annual 
Months Prepaid Month Borrowing Charge Retained Finance Charge Rat 
0 $780.00 $7.20 11.076% 
] 770.00 6.60 10.285 
2 750.00 6.00 9.600 
3 720.00 5.40 9.000 
4 680.00 4.80 8.470 
5 630.00 4.20 8.000 
570.00 3.00 7.578 
7 500.00 3.00 7.200 
8 420.00 240 6.857 
9 330.00 1.80 6.545 


10 230.00 
i] 120.00 
l ? 


To eliminate the undesirable results obtained under the established sys 
tem, it was recommended that finance charges on merchandise installment 
contracts be canceled by the direct ratio method (commonly referred to as 
a rule of 78). Under the direct ratio method, the fraction of the finance 
charge to be canceled is obtained as follows: 


denominator sum of the months digits for the period of contract 
Example: 12-month contract (12-11-10 2-1) 
numerator sum of the months digits for months prepaid 


2 


Example: 3 payment prepaid (3-2-1) 


The following schedule indicates the results that would have been ob 


tained in the first example if the direct ratio method had been used: 
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Example: 12-month contract with original unpaid balance of $120 to be paid in 12 equal 
installments. Finance charge 


Number of 
Months Prepaid 


Equivalent One 
Month Borrowing 
$780.00 
770.00 
750.00 
720.00 
680.00 
630.00 
570.00 
500.00 
420.01 
330.00 
230.00 
120.00 


$7.20 
Finance Effective Annual 
Charge Retained Finance Charge Rate 
$7.20 11.076% 

7.11 11.079 

6.92 11.071 

6.05 11.083 

6.28 11.082 

5.82 11.086 

5.21 11.073 

4.62 11.088 

3.88 11.086 

3.05 11.090 


The very small variations in the effective annual finance charge rates ar« 


due to rounding off cents when figuring the amount of the finance charge 


retained 


\ single chart was prepared to show the percentages of finance charges 


+ 


iu be canceled 


This procedure assures approximately the same rate of return regardless 


of the time of prepayment and also establishes a uniform rate of finance 


charge for all customers choosing the same contract period. Using the direct 


ratio method of discounting finance charges meant an annual increase in 





revenue to the company. 











READINGS OF INTEREST 
TO INTERNAL AUDITORS 


Subject: INTERNAL AUDITING (Second Edition) 
By: Victor Z. Brink—revised and rewritten by James A. Cashin 


The original publication in 1941 of Jnternal Auditing by Victor Z 
Brink was a milestone in the recognition of internal auditing as a 
distinct profession with its own requirements and techniques. It is 
more than a coincidence that the organization of Tur Institute or 
INTERNAL AUDITORS came soon after 


Since that time, there has been continual refinement and development 
of the philosophy and practice of internal auditing—signalized rec ently 
by the issuance in 1957 of the revised Statement of Responsibilities 
of the Internal Auditor. 


Chis whole development is expressed in this second edition. The text 
matter has been entirely rewritten and rearranged to conform with 
today’s internal auditing practice. An entirely separate section covers 
the internal audit of such operating activities as Sales, Purchasing, 
Production and Distribution. Specific coverage is given to the internal 
audit of machine accounting records and to statistical sampling 


ach chapter describes the general problems of operation and control 
of the particular function under consideration—followed by illustra 
tive internal audit procedures and suggestions relating to the final 
appraisal of the internal auditor. 


In addition to the chapters on specific internal auditing operations and 
techniques, there will be found general material on such topics as 
Objectives and Services, the Place of Internal Auditing in the Com 
pany Organization, Coordination with the Outside Auditor and 
Internal Auditing—Now and in the Future 


Che appendixes include Tue INnstirute’s 1957 Statement of Respon 
sibilities of the Internal Auditor and the 1957 survey report section 
of the recently issued research report on Internal Auditing in 1957 


The Ronald Press Co 
15 East 26th Street 

New York 10, N. Y. 
Price $6.75 478 pages 


Subject: SPEEDING UP INTERIM CLOSINGS AND REPORTS 
By: N.A.A. Accounting Practice Reports 


Published in N.A.A. Bulletin, March 1958, Section 3 


Chis report has been prepared from reports of interim closing prac 
tices of 51 companies. Almost all contributors felt that earlier closings 
had produced time savings without sacrifice of accuracy and without 


added cost 


st 
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Covered in the report are organization and methods for achieving 
early closings (including use of new accounting equipment), methods 
of communication in multi-plant organizations, and ways to expedite 
processing of reports. Also included are exhibits of closing schedules, 
sample telegrams from plants to divisions, sample statements, and 
other pertinent tables 


Subject: INTERPRETING REPORTS FOR MANAGEMENT 
By: John W. LaFrance, LaFrance, Bower and Company 


Published in The Journal of Accountancy, February 1958 


Although written for the public accountant, this article contains much 
of interest to anyone in its approach to appraisal and reporting 


Too many accountants feel that their job entails solely the keeping of 
records. On the contrary, their job is to interpret the reports to 
management and to provide supplemental reports covering highlights 
of the business picture 


Ihe accountant should stand ready to analyze the financial statements, 
note weaknesses, and make recommendations for improving the com 
pany setup to eliminate such weaknesses. Such recommendations 
should be segregated from the regular report so that they will receive 
due attention from. management 


In the course of this article the author presents many interesting 


ase examples from his own experience of the services other than 
financial reporting which the accountant should render to manage 
ment. Public accountants should develop appreciation of themselves 
as qualified consultants in financial analysis and planning 


Subject: THE FALLACIES AND POSTULATES OF ACCOUNTING 
By: Marion H. Simpson, R. G. LeTourneau, Inc. 


Published in N.A.A. Bulletin, February 1958, Section 1 


Limitations to accuracy are recognized in most occupations; yet a 
counting is generally regarded as an exact science. Accountants them 
selves must recognize that such is not the case and must work to clear 
up such misunderstanding by others 


The author lists ten common accounting fallacies or misconceptions 
and discusses in detail why each is a fallacy. He then discusses three 
time-honored postulates of accounting which “would be indefensible 
if they were not indispensable.” The purpose of his discussion is to 
encourage development in the field of accounting. The accountant 
and those who use his reports must recognize the limitations of the 
reports and figures and not regard them as exact representations of 
the financial picture 





SO 


Subject: 
By: 


Subject: 
By: 
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COORDINATION IN AUDITING 
J. D. Russell, F.C.A. 


Published in The Accountant, March 15, 1958 


The relationship between the internal auditor and the statutory audi- 
tor is here discussed from the point of view of the statutory auditor 
Because the interests of both auditors overlap, and because both us: 
the same basic information, they must coordinate their activities. When 
the internal auditor performed a purely protective function, the use 
of his working papers enabled the statutory auditor to eliminate much 
of the checking previously necessary. This situation, however, is 
changing as the internal auditor’s duties are expanding from purely 
protective functions to assisting management generally 


The expansion of the internal auditor’s duties, the change in the type 
of men entering professional accountants’ offices from those content 
to be clerks to those seeking to go higher, and the introduction of 
new accounting machines call for rethinking of the relative positions 
of internal and statutory auditors and for the fullest cooperation be 
tween the two 


AN ACCOUNTANT LOOKS AT STATISTICS 
Henry P. Hill, Price Waterhouse & Co. 


Published in The Journal of Accountancy, April 1958 


More and more articles and case studies of statistical sampling tech 
niques as applied to auditing are appearing in professional journals 
The author of this article feels that the time has come for a reasoned 
appraisal of the application of sampling techniques to the auditing 
field 


Covered in the article are discussions of the difference between test 
checks and sampling, the use of budgets, need for objectivity, and 
the application of sampling techniques. The author feels that serious 
mechanical problems arise when statistical methods are applied to 
auditing. He also feels that auditing is a unique field where present 
statistical practice does not always apply 


In conclusion he states that, although statistical sampling techniques 
will undoubtedly be applied to auditing to some extent in the future, 
much re-examination of the entire subject is needed by both account 
ants and statisticians 


In an accompanying article, “A Statistician Looks at Accounting,” 
Dr. Herbert Arkin states that few accountants have exhibited any 
interest in statistics until recently—and few statisticians have shown 
much interest in the problems of accountants. He agrees with Mr. Hill 
that application of statistical techniques to accounting raises special 
problems not encountered in other fields. However, after discussion of 
the problems Dr. Arkin states that although they are unique and 
require a new statistical approach, the basic theory still applies 
Fuller coope: ation between the accountant and statistician will bring 
wide acceptance of statistical sampling in auditing 





Subject: 
By: 
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HOW NEAR IS THE AUTOMATIC OFFICE 
Robert E. Slater, John Hancock Mutual Life Insurance Company 


Published in Harvard Business Review, March-April 1958 


The computer is being welcomed by many as the answer to virtually 
all problems. However, in taking over some of the problems of busi 
ness it has created others. Accurate answers can only be given wher 
correct data are fed into the machines, but the feeding is done by 
humans and is subject to error. When humans are doing the whol 
job, it is checked at various stages, and errors can be caught. When 
machines do the job, errors can only be caught at the end of the 
process—and may never be cought 


[he author of this article, who is associated with a large insurancs 
company which is introducing computers into its work, discusses 
many of the problems created by the new equipment and suggests 
some answers. Companies will have to rethink their ideas of organiza 
tional structure ; sources of manpower trained to use the new machines 
must be fornd; problems of training and executive leadership will 
arise. The era of the automatic office is beginning, and management 
must start now to prepare for it 












EMPLOYMENT SECTION 
This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if the name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 
reference to the Box “E” number. Space rate on request. 
















MANAGER, INTERNAL AUDIT DEPARTMENT 


CPA, BS, 37. Married, desire to relocate. Resume 






furnished on request. Box E. 184. 

















WANTED—Experienced internal auditor with admin- 
istrative ability to organize and manage an internal audit 
section and to plan and institute the internal audit pro- 





gram for multi-million dollar industrial firm with head- 





quarters in the southeast and nation-wide operations. 





Salary is open. Contact controller, Vulcan Materials 





Company, P.O. Drawer 155, Birmingham, Alabama. 




















AUDITORS WANTED 


Degree in accounting. Experienced in 
public accounting, industrial auditing, or 
contract cost auditing. Prefer experience 
in determining suppliers’ costs on cost type 
contracts and knowledge of government 
cost allowances. 
















7 


Sandia Corporation is engaged in research 
the AEC. Our auditing job has unusual 
and development of nuclear weapons for 
variety of suppliers and internal audits. 
Sandia is located in Albuquerque, N. M.— 
a metropoliten city of over 200,000, famous 
for its high, dry, sunny climate. Generous 
paid vacation: and holidays, paid reloca- 
tion allowance, and other liberal employee 
benefits. Send résumé to Staff Employment 
Division 513. 


SAN DIA 


CORPORATION 





ALBUQUERQUE. NEW MEXICO 



































Collections of Conference Papers 


EARNING OUR OPPORTUNITIES 





Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 
INTERNAL AUDITING FOR PROFIT 

Fourteenth Annual Conference—7 papers Price $1.50 
PROGRESS THROUGH SHARING 

Thirteenth Annual Conference—8 papers Price $1.50 
NEW FIELDS FOR INTERNAL AUDITING 

Twolfth Annual Conference—8 papers Price $1.50 

Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A circular describing Institute publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications On Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 


McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
Internal Textbook Company, Scranton, Pa. 


INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING—by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 





























Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INTERNAL AUDITING IN ;NDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNAL AUDITING, PHILOSOPHY AND PRACi'CE 
Edited by CHARLES J. FUE 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Research Reports 
INTERNAL AUDITING IN 1957 Price $1.00 


INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 


INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT Price $1.00 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for Students 

















— 





